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PREFACE TO THE TWENTY-FIFTH EDITION 


The years since the publication of Keynes's General Theory 
have witnessed many changes in almost all branches of the theory 
of economics. Keynes's book has exercised such a great influence 
on the growth of current economic thought that a “new economics” 
is assumed to have been evolved. The impact of these developments 
will be evident in almost every chapter of this edition. The chapters 
on the Theory of Value have been entirely rewritten in the light of 
recent discussions on this branch of theory. Several changes in the 
set-up of the book have also been introduced in this edition. The 
Keynesian theory of income determination with the extensions made 
by his followers has been analysed in a separate chapter, and the 
policy implications of that theory have also been discussed in other 
chapters. In view of the continuous expansion in the economic 
activities of the state, we have decided to treat this all important 
subject in a separate chapter, and in another, the economic 
implications of Planning have also been reviewed, Extensive 
changes have also been made in the chapters devoted to the study 
of Public Finance with a section on the Expenditure Tax. 


A number of slips in the previous edition, so kindly pointed 
out by our friends, have also been set a right. 


Our thanks are due to Sri J. N. Basu, who has worked hard 
to get the book out of the press in time. 


CALCUTTA, j SN. S. 
July, 1965 S. KD: 


PREFACE TO THE FIRST EDITION 


Miu 


It is in the hope of providing an introduction to the elements 
of economic theory for the university students and the general 
readers that the book has been written. After the first war, 
countless monographs and technical articles in the various journals 
have extended the bounds of the economic science. This vast fund 
of research has not been integrated into the main body of the 
theory. The usual text-books deal only with the orthodox economic 
principles. "Throughout this book, our purpose has to incorporate 
these extensions into the main body of the economic theory, 
merging the newer with the older doctrines. 


Such a task, we are painfully aware, bristles with difficulties. 
But we have always tried to avoid the highly controversial issues. 
In our opinion, the treatment of such controversial topies in am 
introductory book like this will only lead to confusion among those 
for whom it is intended. So we have tried only to consolidate 
the older theories with the recent advances, without complicating 
the study by the.introduction of technical controversies over the 
disputed points. We have not attempted to advocate or attack any 
particular school of economics. Our aim has always been to discuss: 
in impartial terms the main principles of economics and to make 
the science of economies comprehensive, and at the same time 
understandable. "We do not claim to have mastered completely 
the researches in all branches of economic theory ; neither do we 
claim any originality for our treatment. Wherever possible, we 
have acknowledged our debts to the various authors in the foot notes. 
We should, however, like to emphasize our special indebtedness to 
the classical work of Marshall and Taussig, on which generations 
of Indian students have been brought up. = 


Our thanks are due to Messrs, Profulla Nath Mukherjee, M.A., 
B.L. and Sailendra Nath Mukherjee, B.A., for reading the proofs. 


We are also grateful to Mr. S. C. Ganguli, the proprietor of the 


Eastland Press for his“great and unfailing patience. 


S. N. S. 
July, 1934. s S. K. D. 
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j j DEFINITION AND OTHER ALLIED TOPICS 


; ina 
E scarce in the economie sense, A commodity becomes 
* scarce only when its supply is insufficient to satisfy the aggregate 


» Dept, of Extension 


——————— "OBL ee 


DEFINITION oF Economics: Economics is a study of the 
economic problems of a people living in a community. This is 
of course a statement of the obvious, What are “economic” 
problems ? Is the problem whether to marry the girl selected 
by one's parents or the girl of one's choice against the opposition 

- of the parents always an economic one ? What about the problem 
of how to pass a loose evening ? Is it an economic one ? There 
are innumerable problems which face us at every stop in life, 
Which one of them is economie, and which is not? Are there 
amy special features marking out economie problems from mom 
economic ones? The problems which are economie ín nature 
generally exhibit three characteristics, First, these arise from the 
fact that all of us feel wants. Economie problems are concerned 
‘with the satisfaction of these human wants, Another important 
aspect of the economic problems arises from the fact that the 

ines or the resources of men, materials or time, which are 
capable of satisfying our wants, are unfortunately limited or 
scarce, Here should be noted that the word "scarcity" is 

2. Mere limitation in supply doss not make 


the alternative use of resources. Since our resources are scarce: 
we cannot go on producing more and more guns and butter, A 
stage is bound to come when, given our resources, we can afford 
to make either more butter or more guns. This fact raises the 
aS The problems 
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that centre round such a choice between the various activities are 
= to be regarded as economic problems. To take an example, water 
~ 4s an essential human need. Generally the satisfaction of this want 
may not constitute a problem. In places by the side of a flowing 
river, the supply of water is unlimited in relation to the demand. 
—— Hence the satisfaction of this want does not constitute an economic ` 
problem in those areas, But to a city-dweller, the supply of water 
is no longer unlimited. It has become scarce in relation to the: 
huge demand created by the existence of a large population. Henget 
the problem of satisfying this want for water has become an 
economic one. 


In the modern world very few persons can satisfy their wants 
through their own efforts. Most of us, therefore, engage in various 
activities for earning money, and spend this 

Economics studies money for buying goods and services which 
mal PETI bv satisfy our wants, Hence it has been stated 
affairs, that “economics studies the part played by 
money in human affairs.” The economic 

activities of men are generally centred round money. The scarce 
resources which may be used in the satisfaction of wants are 
usually bought and sold against money, and the choice regarding 
the satisfaction of different wants is also exercised through the 
expenditure of money. One may, therefore, say that economics 
studies the part played by money in human affairs. But we should 
remember that this way of defining the scope of economic studies 
does not provide a correct idea about the subject. As Pigou- 
states in another connection—those who climb snow mountains 
generally carry an axe with them for the purpose of cutting snows. 
But it is not correct to define mountain climbing as consisting of 
activities centred round the carrying of an axe. Similarly with 
the definition of economics. The real objective of an economist 
is not to study the part played by money. He studies the part 
played by the facts of scarcity and choice in human affairs. We 
possess limited resources for the satisfaction of our growing 
wants, These scarce resources may be utilised for alternative 
purposes, and we have to choose between these alternatives. 
Economics studies the implications of these choices. Tt 
is thus the study of the impact of scarcity upon human wants and 
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of the manner in which men attempt to allocate scarce resources for 
the satisfaction of different wants. 


EARLIER DEFINITIONS: Some ancient writers defined 
economics as the science of wealth. Adam Smith, the father of 
_ modern economic theory, defined economics as a subject which 
“was concerned with “an enquiry into the nature and causes of the 
Wealth of Nations.” This definition gave rise to serious mis- 
. conceptions, especially at the hands of Carlyle, Ruskin, and other 
di literary writers of the 19th century. The popular meaning of 
wealth is riches or an abundance of money. So it was thought 
‘that economics was concerned only with the acquisition of riches 
; or money. As such, it was regarded as a 
“dismal science”. But these writers miscon- 
ceived the real scope of economic studies. In 
Economics, the word “wealth” is used in a special sense. It refers, 
not to money, but to those scarce goods and services which are 
used to satisfy the wants of the people. Economics studies the 
various ways of producing, exchanging and distributing these 
scarce goods and services in response to the wants of the people. 
Wealth is a means, not an end. We fix our attention on wealth, 
because we want to study those human activities which centre 
round wealth. We are not concerned with wealth, but with human 
activities. The emphasis has, therefore, been shifted from wealth 
~ to human activities. Economies is not the science of wealth ; it 
= ds “on the other, and more important side, a part of the study of 
“man.” It studies those activities which are centred round the facts’ 
of unlimited wants, limited resources and the choice among the 
various alternative uses of resources. 


Economies is the 
iscience of wealth. 


Another group of writers defined economics as the study of the 
causes of material welfare. The original meaning of wealth was 
well-being or welfare. Tt was naturally argued that the purpose of 
our study is to promote human welfare through an analysis of the 
activities that centre round wealth. People desire wealth, because 
it will promote their well-being or welfare. Since wealth usually 
refers to the material means of satisfying human wants, these 
writers have also defined economics as a study of the causes of 
material welfare’. 5 Er 


1 Cannan, Wealth, 17. 
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This definition has been criticised by  L. Robbins. 
According to him, the borderline between material and non- 
material things is not always clearcut. There 
Is economics 3 are many things which satisfy our wants and 
study of the hich 3 l- Bat th R 
causes of mate- Which are scarce in supply. ese may 
rial welfare ? not be material in any sense. “The services 
of the opera-dancer are wealth. Economics 
deals with the pricing of these services, equally with the pricing 
of the services of a cook.” But these services are not “material”. 
Economics is, therefore, concerned not only with the “material” 
causes of welfare, but also with immaterial goods. Robbins 
has also criticised the connection that is sought to be established 
between economics and welfare. There are many eccnomie acti- 
vities which may not conduce to welfare. The activities concerning 
the manufacture and sale of alcoholic drinks are economic acti- 
vities, These satisfy human wants, and are concerned with the 
production and distribution of scarce goods. But on many 
Occasions these activities do not promote human welfare. 
Secondly, welfare cannot be quantitatively measured. Two persons 
may be paying the same price for a commodity. But we cannot 
conclude from this fact that they derive the same utility from the 
commodity, or that their welfare increases by the same amount. 
This will specially be the case if the first individual is rich, while 
the second is pcor. Money is not a satisfactory measure of 
welfare. So it is not possible to equate the welfare of the different 
classes of people. Lastly, this type of “welfare” analysis implies 
a value judgment,—that welfare cught to be maximised. But 
economics is not concerned with ends. It should discuss what is, 
not what ought to be. It should be neutral between different ends, 


MORE ON THE DEFINITION OF ECONOMICS: According to 
Robbins, the main concern of the economist is neither with “material” 
means, nor with “welfare”. “Economics is the science which studies 
human behaviour as a relationship between ends and scarce means 
which have alternate uses"? This definition starts from three basic 
postulates. First, men feel wants, and there is no limit to their 
wants. Second, the time and the resources available to satisfy 


2 Nature and Significance of Economic Science, p. 15. 
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these wants are limited, or scarce. Last, these scarce resources 
can be utilised for alternative purposes. We 
Economies studies can make either more butter or more guns. 
the implications of B 
ie ut we cannot have all we want of both. Our 
wants are unlimited, but Nature is niggardly 
and life is short. Since the people cannot satisfy their wants with 
the scarce time and means at their disposal, a problem arises for 
everybody,—which wants to satisfy and which to forego. If we 
choose one thing, we are forced to sacrifice other goods. Hence 
there arises a problem of choice—of selecting the uses to which 
we shall put the scarce resources. In order to enable us to choose 
effectively, there must be some kind of a pricing process. Values 
must be set upon the available resources so as to enable us to know 
the implications of our choice. This pricing process alone forms 
the subject-matter of economics. The economist thus studies the 
implications of choice between different ends. But he is concerned 
neither with the ends nor with the means. His subject is scarcity. - 
The problem of economics is simply the problem of “economising”. 


Apart from the defects inherent in earlier definitions, the 
main reason why Robbins wanted to limit the subject in this way 
lay in the fact that if economists confined themselves to this purely 
pricing process they would be able to deduce valid scientific 
generalisations. Since economics is a science it must remain neutral 
between different ends, and, must study what is, rather than what 
ought to be. It must also be capable of yielding a priori definite 
results, containing scientific truths, If economists venture from a 
study of the disposal of scarce goods, their labour will not yield 
results which are scientifically true, and are capable of exact 
measurement. A true science seeks truth for its own sake, and 
studies what is about a subject, not what ought to be. Hence 
Robbins calls upon other economists not to forsake the true and 
scientific path, and not to spend their time on subjects remotely 
connected with the main theme. It remains to point out the 
difference between two types of definition. The first definition is 
concerned with a particular kind or department of human activities. 
The second focuses attention on a particular aspect of human 
activities, activities undertaken under the influence of scarcity. 
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The economist is, therefore, forbidden to pass any judgment 
on any matter. He cannot “furnish a body of settled conclusions, 
immediately applicable to policy." His role is that of an expert 
who can predict correctly the consequences that are likely to follow 
particular lines of actions. He can state the implications of any 
change in our choice regarding the disposal of scarce resources. 
But he cannot judge the desirability of these actions or policies. 
He can contribute very little to the ultimate solution of the particular 
problems of life. He cannot, for example, say that a particular 
case of state intervention is desirable or not. All that he can do 
is to point out the various implications of this policy. 


Scope or Economics: The question then arises; is it 
desirable that economists should confine themselves merely to a 
discussion of the pure pricing process? Should they remain 
secluded in the pursuit of truth for its own sake, giving up all 
intention to take part in the determination of policy ? It is, of 
course, true that the study of the pricing process has yielded 
valuable results, and further development along these lines is also 
necessary if the economist is to play the part of an expert dis- 
cussing the implications of different policies. One’s desire for 
scientific rigour may lead one to restrict the scope of the subject in 
this way. But almost all economists (including Robbins) 
have trespassed over the frontier which divides pure economies 
into a discussion of the ends themselves. Moreover, such a limi- 
tation of the subject carries with it serious dangers. There is a 
fundamental distinction between the natural sciences and economics, 
The student of physics or chemistry can study his subject solely 
with a view to arrive at the truth; leaving the question of the 
practical application of results to others. But the economist 
studies his subject not only to know the truth for its own sake, 
but also to provide a technique for the solution of the great social 
problems. The study of economics began as a practical subject 
concerned with the improvement of the material conditions of the 
people. “When we watch the play of human motives that are 
ordinary,—that are sometimes mean and dismal and ignoble—our 
impulse is not the philosopher’s impulse, knowledge for the sake 
of knowledge but rather the physiologist's impulse-—knowledge 
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for the healing that knowledge may help to bring." Knowledge in 
economics is chiefly valuable in so far as it is “fruit-bearing” rather 


than ‘light bearing". Robbins has deplored that the borderland of 


economics has become the happy hunting ground of the charlatan 
and the quack. If that is so, they ought to be ousted from this 
position. And only economists can, and should, oust them as they 
alone possess the necessary scientific training. Someone, and 
someone necessarily equipped with proper technique, should present 
before the public the alternative possibilities of a practicable 
achievement. As Paul Streeten has concluded in a recent article, 
“Economists cannot, and should not refrain from making value 


| judgments if their studies are to be more than a purely formal 


technique of reasoning, an algebra of choice. The technique, the 
algebra, is important and ought to be as scientific as possible, but it 
is significant only as means to a study of wealth and welfare and of 
the ways to improve them."* 


Is ECONOMICS A SCIENCE ? Some older economists spent a good 
deal of their time on the controversy whether economics was a 


‘science or an art. The dictionary meaning of the term, “science” 


is that it is a body of systematized knowledge concerning any 
particular department of nature, whether external or internal to 
man. It studies uniformities pervading a 


generalisations which we call laws. Physics is 


‘a science ; it studies certain uniformities regarding the external 


universe. Psychology is a science which studies the uniformities 
of the mental world. Economics studies the uniformities which 
underlie human activities in the ordinary business relations. It 
investigates the possibility of deducing generalisations as regards 
certain activities of a group of human beings. Hence it is a 
science. 


The claim of economics to be regarded as a science has been 
denied on the ground that the materials which form the basis of 
economic studies are not capable of yielding universally valid 
generalisations or laws. The physical sciences have developed a 


3Pigou. Economics of Welfare. 
4P. Streeten, “Economics And Value Judgments” in the Quarterly 


Journal of Economics, Nov. p. 595. 
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large body of laws possessing universal validity, and capable of 

quantitative measurement. But economists 
Though economic cannot claim precision for their laws. As men 
pom rà engi have free will, there is no guarantee that they 
dering average be- will behave similarly under similar circum- 
haviour we can k 3 TOS ale 
deduce principles, Stances. But in spite of this it is possible to 

frame useful generalisations on three-fold 
grounds. First, all the experiences of a man do not come within 
the sphere of his choice. We cannot decide to feel pleased or 
sorry. Nor can one prevent oneself from getting satisfied if one 
goes on eating. Much of such uncontrollable experiences form the 
basis of economic laws. Secondly, some of our economic experi- 
ences are governed by laws of external nature beyond our control, 
e.g., the law of Diminishing Returns. Thirdly, free will does not 
mean that men act unreasonably. Even if they do so, we are in 
‘a position to foretell the course of their activities by means of the 
mathematical laws of probability. But on the whole, men behave 
reasonably. We usually buy a thing where it is cheap. Because 
of this, we can predict the future course of human activities, and 
frame general laws. 


There is no doubt that many economic prophecies have been 
found to be falsified by subsequent events. The reason for this 
must be sought, not in the unscientific nature of economic studies, 
but in our ignorance of the causes at work. The laws of biology 
or the meteorological forecasts are not always borne out by subse- 
quent events. But no one would, on that ground, deny that biology 
or meteorology was not a science. The onset of a trade depression 
can often be predicted much longer time in advance than the 
coming of a cyclone. The task of the economist is the same as that 
of the natural scientist—to apply the processes of sustained and 
disinterested argument to the data of observation, and to attempt 
the determination of general laws of all events. Hence the claim 
of economies to be regarded as a science cannot be denied on 
the ground that economists lack precision and prophetic power. 


NATURE OF ECONOMIC LAWS: Every science has its laws. 
Economists have also formulated some laws. What is the nature 
of these laws? The term “law” has got several meanings. It may 
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mean a rule established in a community, permitting or prohibiting. 
a course of action. Its best example is the 
aibes p aem common law of England. Secondly, it may 
denote a rule of procedure such as the laws 
of cricket. Thirdly, a law may mean an act passed by the legis- 
lature. Lastly, it may mean a statement of causal relationship. 
between two groups of phenomena, e.g., the laws of physics. 


An economic law is a law only in the last sense. It is & 
statement of tendencies ; a statement that under certain conditions, 
we should expect a definite course of action from a given set of 
facts. An economic law affirms that if a particular cause exists, a 
definite result may be expected to follow. All scientific laws are 
laws in the same sense. If there is a combination of hydrogen 
and oxygen, other things being equal, we get water. So also 
in economics, other things being equal, if the price of a commo- 
dity rises, the demand for it will usually fall. If a law of 
chemistry be a natural law, an economic law is also a natural law 
in the same sense. 

But the laws of economics are not as exact as the laws of 
natural sciences. The latter deal with atoms which are constant 
units, But the economist deals with the activities or behaviour 
of men. A group of men will not always act or behave in a ' 
similar way in response to a particular cause. Hence any general 
statement about the course of their activities may not always hold 
good. Economic facts can be modified by human efforts. But the 
attributes of an atom cannot be so modified. Hence an economic 
law is not as exact as a law of physics. 


Economic laws may, however, be compared with laws of 
tides, The laws of tides explain how there is a rise and fall of 
tides twice a day under the influence of the sun and the moon, 
how there are strong tides at new and full moon, etc. Thus the 
science of tides can predict at what time the tide will probably 
be the highest on any day at the Howrah Bridge. It has to use 
the word ‘probably’ because the tide may not come at the expected 
hour owing to many unforeseen circumstances. There may be a 
strong wind in the Bay of Bengal which may make the tide at the 
Howrah Bridge quite different from what was expected. In human 
activities, too, there are many unforeseen circumstances, as ® 


30 AN INTRODUCTION TO ECONOMIC THEORY 


result of which the expected course of action may not happen 
in the regular way. 


“Economic laws" writes Seligman, “are essentially hypo- 
thetical’”®. All economic laws contain the following qualifying 
clause “other things being equal", ie. we assume that from a 

given set of facts, certain conclusions will 
‘How far are econo: follow, if no other change takes place in the 
mic laws hypothe: E = 
tical ? meantime. But other things are not always 

equal and consequently in economies, definite 
conclusions cannot be predicted from a given set of facts. 
Economic laws are, therefore, described as hypothetical, —hypo- 
thetical because their truth and operation depend upon so many 
factors which are variable and imperfectly ascertainable. Take, 
for instance, the law of Diminishing Utility. It states that "with 
«every increase in the stock of a commodity possessed by a person, 
the marginal utility of that commodity to that person diminishes. 
‘But the law cannot state exactly at what point utility will begin 
to diminish. It may happen that the utility may actually increase 
af the commodity suddenly becomes more fashionable. 


But it does not follow that because an economic law is 
hypothetical, it is unreal or useless. The laws of all other sciences 
are also hypothetical Every science assumes 

"But the laws of all certain causes and draws certain generalisa- 
Br. lis raoa. tions from those causes, assuming that nothing 
veal. changes in the meantime. The action of the 
cause in question is supposed to be isolated 

and conclusions are drawn on the hypothesis that other causes are 
not present. In this sense all laws are hypothetical. In physics, 
üt is stated that masses attract each other with a certain definite 
velocity. But in actual life, that may not always be the case. 
Bodies do not always fall to the ground, as expected under the 
law of gravitation. Their fall may be relarded by atmospheric 
pressure. Oxygen and hydrogen, when mixed together, will be 
turned into water under a particular pressure and temperature. 
Tf the pressure and the temperature are different, they may not 
form water. Thus all scientific laws are hypothetical The only 


5 Seligman. Principles of Economics, p. 26. 
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difference is that the hypotaetical element is specially prominent 
in economics. In physics, though there may be a complexity of 
forces at work, they can be definitely measured, and the result 
predicted. In economics, many of the forces cannot be measured ; 
hence no definite result can be predicted. Economic laws are, 
therefore, largely approximations. 


We may, however, point out that all economic laws are not 
essentially hypothetical. There are some economic laws which 
may be regarded as true as physical laws and there are others 

which are true like axioms. The law of 
Certain economic Diminishing Returns is based fundamentally 
ved Hed Maru on causes which are external to man. The 
tical. tendency to diminishing returns may be held 
in check for a time by inventions and by the 


` application of scientific knowledge to agriculture ; but diminishing 


returns would appear in the long run. So this law may be 
regarded as partaking of the nature of physical laws. 


THE METHODS OF Economics: Every science has its proper 
methods of investigation. We shall now discuss what methods 
have been adopted by economists for conducting economic 
investigations. There are two methods by which a scientist may 

proceed in his investigation. They are known 

Deductive method. respectively as deductive or abstract, and 
inductive or historical methods. The deduc- 
tive method consists of the following. First, the principal 
factors in operation in any field of investigation are determined. 
Then the consequences that will ensure from the operation of 
these factors under given conditions are deduced by a process of 
reasoning. The classical economists applied the deductive method 
in their investigations and tried to deduce the whole of economic 
ecience from certain generalisations about human motives and 
habits. They started from some generalisations about human 
mature, eg» men always try to buy in the cheapest market, eto. 
Taking these motives and facts to be universally true, these 
writers tried to formulate the probable economic actions of men 
and the laws which govern their activities. These conclusions and 
the method of forming them have been criticised by many writers. 
But the mistake of classical writers did not lie in the fact that they 


pe 
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followed the deductive method, but in that they based their 
generalisations on insufficient data. They assumed too hastily that 
their abstractions always corresponded with facts. 


One extreme variant of the deductive method is the mathe- 
matical method. Jevons argues that economics is essentially 
i mathematical in character, taking the term 
mathematical to mean all enquiries that deal 
with quantitative relations. Economics deals 
with phenomena whose quantitative aspect is of fundamental 
importance and {n those phenomena this method may be 
employed profitably. The chief advantage of such a method 
is that it leads to high standards of precision in abstract economic 
reasoning. Chances of mistake are few. Another advantage of 
this method is that it explains the relation of mutual dependence 
which may subsist between different phenomena, e.g. supply, 
demand, and price. The chief defect lies in the fact that those 
who follow this method may be absorbed in the framing of 
intellectual toys and the real end may be forgotten in the 
intellectual gymnastics and mathematical treatment. 


Mathematical 
method. 


The chief critics of the deductive school are writers of the 
historical school, which flourished mainly in Germany. They 
employed the inductive method and sought to develop economic 
science from economic history. They collected materials from: 
economic history or contemporary events and tried to draw general’ 
conclusions from them. Attempts were made to verify these 

conclusions by reference to subsequent 

‘Ege forge Ata economic facts. The rapid advance in the 
' science of statistics during recent years and 

the collection of data by governments and private individuals have 
enhanced the value of this method. From the data thus collected 
valuable and scientific conclusions have been drawn, thus making 
the science more accurate and perfect. But their criticism of the 
deductive method was often wrong. Of course, it is true that we 
must establish and know the facts first of all. No science can 
proceed without data or with incomplete data. The conclusion 
formed by general reasoning must also be verified by facts. To 
admit that is not to admit the uselessness of the deductive method. 
“Facts do not speak for themselves. It is only by analysis 


DEFINITION AND OTHER ALLIED TOPICS 13 


comparison, hypothesis and prophecy that they can be made to 
‘speak at all". No science can proceed without the aid of reason 
and hypothesis. Without the aid of deductive reasoning the 
historical method runs the risks of remaining purely descriptive. 
lt can serve only to accumulate a mass of unconnected and 
unserviceable facts. This school of economics has not in fact, re-made 
the subject ; it has only served to introduce a new spirit. 

Modern writers are now all agreed that both these methods 
are partners, not rivals. The aim of the science is to discover 

economic uniformities, and it is usually right 
The use of both to follow any path or to pursue any method 
nod is necs that is likely to lead to that end. “Induction 

and deduction are both necessary for the 
‘science, just as the right and the left feet are needed for walking." 
Both these methods may be profitably employed by economists, 
‘but in different proportions for different purposes. 

DIVISIONS OF ECONOMIC THEORY: In recent years economic 
theory has been divided into two sectors :—Micro-economics and 
-Macro-economics. The former seeks to analyse the behaviour of 
individual households and firms and to determine the relative 
prices of goods and services as well as those of the various factors 
of production. Broadly it is also sometimes denoted as price theory, 
which includes not only the principles determining the prices of 
individual commodities, but also of the various factors of produc- 
tion, Ze. the theory of the distribution of national income. 

Micro-economics, therefore, deals with households and firms 
as unils and with the pricing of cutput and factors. The problems 
of pricing have been sought to be studied by two methods,— 
‘partial equilibrium analysis and general equilibrium analysis. 
"The first, partial equilibrium analysis, seeks to study the problem 
of the determination of the prices of a particular commodity (or a 
factcr) or a group of commodities (or factors) on the assumption 
‘that no change takes place in the prices and cutputs of all other 


«commodities (or factors). When, for example, we want to know 


how the price of wheat is determined in a market, we assume that 
‘the demand and supplies of all other commodities and the money 
‘incomes of the people in that market do not change in the 


6 Durbin. “Methods of Research" in the Economic Journal, June, 1933, 
yp. 181. | tanh 
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meantime. That is why in the partial equilibrium analysis, we always 
assume that other things remain the same throughout the period 
under study. 

In the general equilibrium analysis, an attempt is made to 
study the working of the economy as a whole. The assumption is 
that all parts of the economy, all the different markets are so inter- 
connected that a change in one affects the working of all other 
markets and the latter, in their turn, affect the first market. In 
view of this mutual inter-relationship existing between all prices 
and output structures, the proper method will be to analyse the 
working of the economy as a whole, instead of examining them 
piecemeal. We cannot, for example, determine the price of wheat 
without, at the same time, examining what is happening in the 
rice market or other markets. These markets are all inter-dependent 
and so all prices and output structures should be studied as & 
whole. 

Each of these two methods has its utility and may be used 
with advantage in the handling of particular problems. Whatever 
the merits or the logic of the general equilibrium approach, it is 
rather difficult to handle it in the solution of problems. Throughout 
this book we propose to rely on the Marshallian partial equilibrium 
'approach. 

Macro-economics deals not with households or firms as units 
but with such aggregates as the national income, total output, total 
_ savings or total investment or the total supply of money ete. Micro- 

economies, for example, deals with the investment policies of a 
particular business firm ; macro-economics is concerned with the 
total volume of investment going on in the economy as à whole 
and with the factors that bring about changes in the total volume 
of investment or saving. 

It seeks to analyse the factors that bring about changes in 
the total volume of output, total volume of employment and the 
general price-level ; in other words, changes in national income 
and the level of employment. It thus embraces the theory 
of employment on the one hand and the monetary theory 
on the other. In macro-economics, we study the factors that deter- 
mine the total national income, the level of investment and saving, 
the level of employment or unemployment, the rate of interest and 
general price-level and such other aggregates. 
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STATIC AND DYNAMIC ANALYSIS 


There are two other ways in which economie problems are 
now being studied. Usually, in statements about price theory, most 
of the writers have been concerned mainly with how an equilibrium. 
position is attained after the occurrence of a change in any parti- 
cular situation. Assuming, for example, that the demand for 
oranges hag risen at any time, how will the price of oranges be- 
affected, and what will happen when equilibrium has been estab- 
lished in the market for oranges? This is known as the static 
method. Tt seeks to determine the conditions for equilibrium in. 
a market, ie, the conditions under which a particular market 
situation would continue so long as the factors which brought 
about that situation did not change. It assumes, for example, that 
once an equilibrium is reached in the market for oranges and a 
particular price prevails, that price will continue to stay so long 
as the essential supply and demand conditions continue to be the 
same. The method of comparative statistics seeks to compare 
two equilibrium positions, the first before a change in any of the 
determinants takes place, and the second after the change works 


out its full effects on the market or the economy. 


In the dynamic analysis attention is focussed not on any 
equilibrium situation, but on the processes of changes in the 
different variables of economy. It proceeds on the basis of the 
assumption that the different variables which are found at the 
present time have been influenced materially by what had happened 
in the past and will, in their turn, affect the variables of the future. 
The whole economy is a dynamic, moving one, moving not always. 
to equilibrium positions. The dynamic approach is particularly 
useful in the analysis of macro problems, such as those relating 
to changes in national income and employment. The increasing 
application of this approach has led in recent years to a large body 
of doctrines known as the growth theories or theories of economic 
development. This analysis is concerned with a study of the 
factors responsible for bringing about changes in the economic 
activities or the national incomes of a country over a number of 
years, and a large portion of this theory has sought to analyse the 
special problems of the economic development of’ under-developed’ 
countries. 


MICRO-ECONOMICS 
PART I. THEORY OF PRODUCTION 


CHAPTER II 


FACTORS OF PRODUCTION : LABOUR 


Since micro-economics is the study of the determination of 
relative prices of goods and services, we propose to begin by 
examining some facts regarding the production of output. Who 
produces these outputs and under what conditions ? Most 
economists have followed the practice of classifying factors of 
production into four groups :—Labour, land, capital and organi- 
sation. We shall examine the economic attributes of these factors 
of production and the ways in which these affect the production 

‘of the total output, proceeding thereafter to study the main 
characteristics of the different forms in which the production of 
goods has been organised. This will be done in this and the 
following five chapters. 

Of all factors of production, the human. element is the most 
important. The volume of production of a country depends upon 
the total available labour supply. Hence the importance of: the 
population problem. Man is not only a means of production ; he 
is also the end of production. The problem of population is, 
therefore, of double importance to the economist. He is interested 
än man as a producer of wealth and as also a consumer of wealth. 
In this chapter, our endeavour will be to study the laws which 
govern the growth of population and the factors which influence 
the quality of the population. The supply of labour depends not 
-only upon the number of population but also upon its quality. 
"The total number of population in a country depends upon birth 
and death rates, migration and immigration, of which the first 
"two are the most important. 


THE MALTHUSIAN THEORY OF POPULATION: The celebrated 
"Malthusian theory of population was stated by Thomas Malthus 
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in the year 1798, which saw the publication of his anonymous 
book, “Essay on the principle of population as it affects the future 
improvement of society.” 


Essentially his theory is that because of the sex instinct 
population tends to increase at a fast rate, and has been known 
to double itself in about twenty-five years. 

The population in That it does not always do so is due to a 
the Sad ec hile variety of reasons, such as war and disease; 
increases in AP. but the principal cause is the lack of means 
of subsistence. Food-supply, according to him, 

does not increase as rapidly as population. In Malthus’s language, 
the food-supply tends to increase in arithmetical progression, while 
population has a tendency to increase in geometrical progression. 


Malthus found from a study of the conditions of America 
that population doubled itself in every twenty-five years. But the 
food-supply cannot double itself every twenty-five years. Population 
will, therefore, have a tendency to outstrip the food-supply of a 
country. This has happened in the past, and this is likely to 
happen in the future. 

- Hence the growth of population, if otherwise unchecked, 
" would be held back due to the lack of the means of subsistence. 
The growth of population may, however, be 


Positive checks will checked in two ways, either by diminishing 
E ante the birth rate, or by increasing the death rate. 
checks are adopted. ^ The birth rate can be checked by means of 

“foresight, moral restraint, late marriage", etc. 
"These were called “preventive checks". The increase in the death 
rate might be due to disease, famine, war, etc. These were called 
“positive checks". If the growth of population is not restrained 
by the adoption of preventive checks, ie. by controlling birth 
rates, it will ultimately be checked by positive checks, i.e., by high 
death rates, causing much misery. In fact, preventive checks are 
always in operation. “In proportion as mankind rises above the 
condition of the beasts, population is restrained by the fear of 
want, rather than by want itself.” Except in a very backward 


society, increase of population is kept within bounds, not by 


2 
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excess of deaths (i.e. positive checks), but by limitation of births, 
as the result of the practice of self-restraint. And Malthus 
exhorted his countrymen to adopt preventive checks to an 
increasing extent, thereby keeping the growth of population within 
proper limits. d 
This is the Malthusian theory. It should be noted here that 
the theory is intimately connected with the law of diminishing 
returns. With the growth of population, as land is cultivated more 
intensively, output increases at a diminishing rate. This is the crux 
of the situation. As population is doubled and so more labour is 
applied to land, food-supply will not increase in the same ratio. 
Hence we are faced with the problem of shortage of food-supply 
and of starvation. 
Criticisms: The facts of economic development in the 
19th century have belied Malthus’s gloomy statement. While 
Malthus was writing his thesis. the industrial 
History has falsified evolution had already begun, The 19th 
his predictions. dod N 
century saw an enormous increase in the pro- 
ductive capacities of the world as a result of the spread of that 
revolution. Population increased rapidly in all countries, but the 
standard of living also rose considerably. The twentieth century 
is now witnessing a large increase in agricultural production 
through the adoption of the methcds of scientific farming and the 
application of machinery. Thus while changes in agriculture and 
industrial production far exceeded his estimate of the growth of 
the means of subsistence, the gradual adoption of the methods of 
birth-control in the western countries belied his expectation about 
the future rate of increase of population. Indeed some of the 
western countries are now faced with the problem of a declining 
population. ; 
Many criticisms have been advanced against his theory to 
show that not only his predictions about the future have been 
falsified, but that his theory is untenable. The 
TOUR T ENT first criticism is a purely technical one. The 
“forma is not cor. mathematical formula that while food-supply 
us OMA increases in an arithmetical progression. popu- 
aps lation increases in a geometrical progression 
cannot he maintained. In fact, the food-supply increased more 
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than in an arithmetical progression in the western countries. But 
it should be remembered that the mathematical formula was only 
a convenient way of stating the premises of this theory. Unfortu- 
nately for the human race, the essential validity of the Malthusian 
principle of population is not destroyed by the substitution of an 
accurate account of the growth of the food-supply for the arithmetical 
ratio. 


Secondly, it has been stated that the growth of population 
be viewed, not in relation to the increase in the food supply only, 
but in relation to the total wealth of the country. The agricultural 
production of a rich country may be very small as compared to 
the needs of its population. But it can exchange its wealth for 
the food-stuffs of other countries which possess an excess of such 
products. England produces an amount of food.stuffs sufficient ' 
for a small part of her population. But as she is industrially 
advanced. she easily exchanges her coal and other manufactured 


p. products for food-stuffs from the new and undeveloped countries. 


So the important point is not whether the production of foodstuffs. 


"was increasing in proportion to the increase in population, but 


whether total wealth was increasing in proportion to the increase in| 
population, or not. 


Thirdly, as Cannan pointed out, Malthus failed to take into 
account the increment of labour that came about with every 
increase in population. Every person born 
ine itae into the world comes not only with a mouth 
to increasing re. and a stomach, but also with a pair of hands. 
a i anal ay An increase in population means an increase 
in the supply of labour, which may make it 
possible to secure increasing returns in agriculture and industry. 
A large population may mean a better division of labour, and a’ . 
greater chance for the application, of machinery to agriculture; 
Agrieultural production will increase enormously. Moreover, even 
“if a growth of population did tend to diminish agricultural pros! 
duce per head, it might still be desirable in consequence of m 
increasing other produce per head." 
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For these reasons, Seligman pointed out that the problem. oj 
population was not-one of mere size, but of efficient. production 
and equitable distribution. An increase in population may enable 
a country to secure a better division of labour, which would not 
have been possible with a smaller population. The resulting 
increase in productive efficiency may enable it to support its 
population on a higher standard of living. Moreover, often a 
more equitable distribution of income and wealth may make it 
possible to support a larger population than at present. 


Malthus has, therefore, been regarded as a false prophet. 
The spread of the knowledge of birth-control has led to a decline 
in the birth rate in most of the advanced countries. Similarly, 
the spread of female education had also led to the same result. 
This has meant not only late marriage for girls ; but educated 
girls are showing some unwillingness to have a big family. A rise 
“Gn the standard of living may also result in a fall in the birth 
rate. As the standard of comfort increases, people find it difficult 
to earn a decent living till a very late period in life. Hence they 
are forced to marry late. They are also unwilling to have a big 
family, as that means a fall in their standard of life. “Whether a 
baby or a car"—this is the problem for the young couple, and 
' often the car wins. 3; 


- THE OPTIMUM THEORY OF POPULATION: Modern economists 
are now-a-days more concerned with the relation between the size 
: of the population and the productive efficiency 
Mc of the country. They no longer speak of a 
maximum population consistent with the 
means of subsistence. On the other hand, it is being increasingly 
accepted that at any given time, there is an optimum population 
for a country. The optimum population is that population which 
provides the highest real income of commodities and services per 
capita. Any increase or decrease in the size of the population 
above or below the optimum number will diminish the real income 
of the community. 
Assuming a certain stock of natural resources, a given 
productive technique. and a given amount of capital in a country 


A2. 
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to be used, there is a definite number of population which will 

maximise the real income per head. If the 
The éentral points Population is very small, there will be little 
in the theory of opportunity for the specialisation of work 
gee seinen: popmatiog among the different workers. In order 

that there may be fullest division of labour, 
the population must grow to a considerable size. The larger the 
population, the wider will be the market for various products. 
There will be more scope for further division of labour and for 
large-scale production. This will lower the real costs of production 
per unit of output. 


The point of optimum population is reached when the income 
per capita reaches the maximum. As for every firm, there is a 
best possible combination of land, labour, . 
The point of opti- capital and organisation, which gives the maxi- 
inn the ec mum return and the maximum marginal pro- 
per capita is highest. ductivity per labourer, so for every country, 
given the supply of land, the condition and 
developments of industry, there is a number of labour supply (i.e., 
population), which can bring about a maximisation of national 
wealth, i.e., when the income per head of population is the highest. 
In our hypothetical firm, any decrease or increase in the number 
of labourers reduces the maximum marginal productivity. In the 
case of a country also, other things remaining the same, there is 
some population, any increase or decrease of which will reduce 
the per capita income. Thus even a community of millionaires 
may be over-populated, if a reduction in the number of millionaires 
increases the per capita income of the rest. 
One thing to be noted is that the point of optimum is not 
a fixed point, because, as assumed above, other things are not 
equal. We are living in a dynamic society. 
The point of opti The mistake of Mill lay in assuming that in 
rom Es any given area, the best number of population 
able one, was fixed for all time to come. With the 
improvements in the arts of agriculture and 
industries and with new inventions, the optimum moves from potit 
to point ie. the number of population that earns the highest 
incomes per head changes with improvements and inventions, 
Thus the optimum is a point, but a movable point. 
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Dalton deduces the meaning of over-population and under- 
population from this conception of ‘optimum’. In each case, there 
Dalton’s formula to © & maladjustment of actual number to the 
measure Over-popu- optimum, Maladjustment is a function of two 
dation. variables. If M represents the degree of 
maladjustment, O the optimum, and A the actual number of 
population, then 
__ A—O 

(0) 

When M is equal toʻa positive number, this is an indication 
of over-population ; and when M is negative there is clearly a 
case of under-population. As in our present state of knowledge 
changes in O cannot be measured, this formula is a doubtful 
utility to us. But the steps by which the definition is arrived 
at are very instructive. O is determined for any area by the 
interplay, under the influence of hypothetically changing numbers, 
of two factors, natural resources per head and facilities for 
economic co-operation, including co-operation with the inhabitants 
of other areas. As A increases hypothetically from zero to O, 
the first factor diminishes, but the second increases and outweighs 
it. As A increases beyond O, the first factor continues to diminish 
and outweighs any further increase in the second. During 
outbursts of economic progress, the second factor increases with 
exceptional rapidity and O tends to increase with it. During a 
war and in periods following a war when political frontiers are 
suddenly changed, new tariffs and other obstacles to trade are set up 
and former trade relations dislocated, facilities for co-operation 
shrivel, the second factor suddenly diminishes and O tends to 
diminish with it. O, then, can move either forward or backward. 
Tt is, therefore, not necessarily true that the optimum will always 
be on the increase. 


The value of the optimum theory of population lies in the fact 

that it enables us to understand the true implications of the growth 

of population. According to the Malthusians, 

E „increasing popu- growth of population is generally undesirable. 
on always bene- Z 

fiċfal to a country? But the optimum theory enables us to look 

at the whole thing in its proper perspective. 

If the actual population is below the optimum, an increase of 

population will increase the real income per head, and so will be 


! 


. 
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beneficial. It makes available better facilities of economic 
co-operation, and enable us to avail ourselves of special skill and 
machinery and of the economies of large-scale production. But 
‘as the optimum point is reached, a further increase will mean 
over-population, and lower income per head. An increase of 
population is, therefore, neither always good, nor always bad. It 
must be studied in relation to the optimum population!, 
.. NET REPRODUCTION RATE: The growth of population in a 
country cannot be judged by studying the birth and death rate 
alone. A mere excess of the birth rate over 
Er eeiduction the death rate does not prove that population 
is increasing. A more satisfactory measure 


for the growth of population is the “net re roduction rate.” This 
£ por P 


is determined in this way. Let us first take 100 female babies, and 
find out how many female babies they will leave behind them as 
they grow up and pass through the child-bearing age (ie, 15 to 
40). If we find that at the present rates of fertility and mortality, 
they leave 100 female babies behind them, then we can conclude 


that the present population will reproduce itself. The net repro- 


‘duction rate will then be one. But if they leave only 80 female 


babies behind them who pass through the child-bearing age, then 


‘the net reproduction rate will be 0-8. It means that population 
will slowly decline, even though there may at present be an excess 


of birth over death. If, however, 100 new-born female babies 
leave behind them 150 daughters, the net reproduction rate will 
be equal to 1:5, and the population will then grow at the rate 
of 50 per cent per generation. 

EFFICIENCY OF LABOUR 


The efective supply of labour and the aggregate output 
depend not only on the number of workers, but also on the quality 
of labour, Ze. their efficiency. The more efficient the labourers, 
the larger will be the total output of the industry of the country. 


Productivity of labour depends upon many factors e.g., the division 


Pa.) 


+ But the main difficulty regarding this theory is that it is practically 
impossible to say what the optimum population will be for a country. It 
is not an easy task to measure changes in the real income per head in a 
country. Moreover, the productive technique and the amount of capital 
resources available in a country are constantly changing. So the concept 
of a optimum population is “of extremely little practical interests,” 


k 
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of labour, the advance of large-scale production, a wide use of the 
capitalistic system of production, the quality of labour, etc. In this 
section we are concerned with the quality of labour. The question 
is, on what depends the efficiency of labour ? 
The efficiency of a labourer has a physical as well as an 
intellectual aspect. On the physical side, it depends primarily on 
the health and strength of the labourer. Om 
Health and strength — the intellectual side, it depends on the skill and 
of the worker. 7 eni s 
intelligence and willingness to work on his 
' part. The health and strength of a labourer are dependent, to 
some extent, on racial factors. Labourers belonging to one race 
possess, on the average, more bulk and brawn and physical power 
than those of another race. The climate is also a factor influencing 
the efficiency of a labourer. Temperate climate is suitable for 
hard work, both manual and intellectual. In a hot climate, a 
few hours work tires the muscles. The health and strength of 
a worker depend in part on the consumption of nourishing food in 
sufficient quantities. Just as the power of steam-engines depends 
upon the amount of fuel consumed, so also the energy of a 
labourer depends upon quantity and quality 
UU of good of the food consumed by him. Most of the 
à labourers in India are underfed. So an 
increase in the quantity and quality of foodstuffs for these men 
will materially add to their productive efficiency. Closely allied to 
foodstuffs and equally important are good housing conditions, 
sufficient clothing and other necessaries of life. 
Good sanitary houses, having sufficient rooms 
for maintaining the privacy of family life; 
sufficient clothing for cold and warm seasons ; sufficient leisure: 
to make life worth living ; these are necessary for the maintenance: 
of the health and strength of workers. i 
Further, the general working conditions in the mills and other 
working places inevitably react on the general health and some 
times on the moral of workmen. The produc- 
Good lighting, ven- tive efficiency of a labourer is greatly increased’ 
Hm Far es by good lighting, ventilation and sanitation of 
factories. Even less noise in the factories and 
soothing colour on the factory walls may increase the efficiency of 
workers. : 


Better housing etc. 
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The efficiency of workers also depends greatly on the number 
of hours worked. With more hours the muscles feel the strain of 
the work, the attention of the workers begins to be diverted ; andi 
after some time it becomes a positive strain to stick to work any 
longer. In order to overcome this difficulty, the number of hours 
worked must be shortened, and there should be intervals during 
the working day so that workers may relax their strained muscles. 
for a while. 

The effectiveness of labour also depends on the intelligence: 
and skill of the workers. Production is now carried on with. 

intricate and delicate machines. The hand- 
Intelligence and the ling of such machines calls for a good deal of 
EN pev ui intelligence among the workers. A skilled and 

trained worker will produce more than an . 
untrained man, Hence the spread of general and technical) 
education is an important factor as it contributes towards the’ 
growth of intelligence and skill among workers. 

There are some kinds of work, especially of the unskilled 
labourers, where education can hardly contribute to efficiency. Even 
in many industries and handicrafts, book education is not indis- 
pensable for a high degree of skill. In spite of the above observa- 
tion, it remains true that when general education is widely diffused 
in the country, the efficiency of the people increases. The rapid 
spread and use of improvements are greatly promoted by the ease: 
of intellectual communication. 

The influence of technical education on efficiency is direct. 
The training of engineers and the foremen hands down from: 
generation to generation the wisdom of ages. It promotes arts and 
improvements. Great inventions are in most cases? made in the 
workshops. Widespread vocational training increases the efficiency 
of labour. 

The willingness to work depends on hopefulness, freedom and 
change. A man must be assured that he has a bright future before: 
ieu him if he proves his worth. The slaves had no 

opefulness free- ^ freedom and nothing to hope for. Hence they 
dop end M had no incentive to work. There must not 
be too much monotony. Changes of work and association develop. 
fresh creative energy. 
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Lastly, the efficiency of workers is often greatly influenced 
by the efficiency of employers. An efficient employer will install the 
best machines, purchase the best raw materials, and will so co- 
ordinate the actions of the different factors in such a way that each 
worker gets the right materials at the right moment, As a result, 
the efficiency of workers is bound to increase. One reason for the 
alleged low efficiency of Indian workers may probably be the 
comparative inefficiency of management which does not always care 
to utilise the best machinery, or more machines per worker, 
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CHAPTER III 
CAPITAL AND LAND 


WHAT Is CAPITAL ? . One of the most controversial topics in 
economics is that of capital. -All economists are agreed that 


capital is a factor of production, and that it is not an original . 


factor. But as regards the content and meaning of capital, there is 
mo consensus of opinion. The most logical conception is at 
variance with many of the popular ideas on the subject, while the 
latter are certainly not always logical. 


"Let us start with popular ideas. If a businessman is asked the 
ideis am what is your capital? He will probably refer to the ; 
value of his net investment in the business in 

‘Capital consists of the form of buildings, machines. raw materials, 


Co cn ete. He will refer to the capitalised value of 


- tion. his undertaking as a going concern, based in 


part upon good-will, and in part upon the value 


"i the buildings. ete. But the economist is not concerned with the 


valuation aspect of capital. To him, the term includes all physical 
agents of production, excepting natural resources and labour. 
"Capital, in economics, means capital goods :—tangible, material 
"objects which are the result of man's labour in the past, and which 
are meant to be used in production, and not in immediate 
consumption. To take an analogy, as in the fairy tales, let us 
suppose that some fairy has caused everybody to fall asleep 
instantaneously in a modern community, Everything else is left 
intact, and into this sleeping city the prince of the fairy tales 
happens to walk in search of his princess. What will he find on a 
survey of the products of the place ? He will find a certain volume 
‘of products in various forms which are being used for the satis- 
faction of immediate wants ; for example, the food on the dining 
table or in the kitchen ; the clothes and shoes that are on the 
persons of the sleeping beauties ; luxurious apartments in which 
the prificess is perhaps dreaming. These are consumption goods. 
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Next he will find a large volume of goods, which could not be put 
to such immediate use, or which would not be so put, but which 
would be used to satisfy future wants, These, if the prince is an 
economist, he will recognise as the capital of the country. This 
category includes the houses and buildings in which work is carried 
on, or which are necessary to business; the machines and tools 
which are housed in such buildings ; the raw materials which 
are used in producing things ; and the provisions and other goods 
which have been set aside for the support of workers while 
production is going on. 


Capital has, therefore, been defined as "produced means of 
production”. Attention should be drawn to the word, “produced”. 
All capital goods are products, the result of human labour in the 
past. It is thus contrasted with land and labour which are 
"original" factors. It should be noted here that there are many 
writers who are inclined to consider land, even labour, as capital. 
Capital is produced by the expenditure of labour and the use of 
natural resources. It is, in the words of Wicksell, “a single 
coherent mass of saved-up labour and saved-up land, which is 
accumulated in the course of years"! 


Capital is a means of production as opposed to goods which 
are consumed immediately. But the distinction between capital 
goods and consumption goods is one of degree only. Tt is not made 
on the basis of any physical difference between the two classes of 
goods, but on the use to which they are put. The same goods may 
be capital and non-capital. The house in which I live is not 
capital. But if the same house is used as a place of work, it becomes 
capital. Coal which is burnt in the blast furnace of the Tata's is 
capital : but coal which is burning in our kitchen is not capital. 


This is the usually accepted meaning. of capital. But some 
economists. like Fisher, argue for a broader and more logical 
concept. Capital is correlative of income. It consists of those 
goods from which we derive an income. But money income is 
only a proximate fact. Behind money income lies “real” income, 
which consists in the utility which a person derives from the 
consumption of a commodity. Income is thus a stream of psychie 


lLectures on Pol. Economy. Vol, I. Page 150. 
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satisfaction. All wealth yields utility, and therefore all wealth is 
capital. Income is a series, a flow of utility yielded by goods 
throughout a given period, and capital is the present value of all 
such utilities, mature or immature, regarded as a stock. The 
definition is certainly logical, but is difficult to follow in actual 
practice. 


CLASSIFICATION OF CAPITAL; Capital may be regarded from 
the standpoint of the society and from the standpoint of the 
individual. On this basis, capital is classified into social and 
private. As pointed out in the previous section, from the social 
point of view all things, other than land, which yield income are 
to be regarded as capital, including things in public ownership. 
Private capital is capital regarded from the individual point of 
view. Anything from which the individual expects to derive an 
income is private capital. A government war loan is capital from 
the standpoint of the person giving such Au but is not capital 
from the social standpoint. 


Social capital is divided into (1) consumer's capital and (2) 
producers capital Consumer’s capital consists of those finished 
goods on which consumers live while producing e.g.» is clothes, 
food, etc. 


Producer's auxiliary or instrumental capital consists of all 
goods which aid labour in production. Tools, machines, factories, 
railways, docks, ships, etc., are producer's capital. 


Social capital is further divided into fixed capital and 
circulating capital. Fixed capital consists of those goods which 
exist in durable shape and the return to which is spread over a 
period of considerable duration, e.g., machines. Circulating capital 
serves its ends but once, like cotton, leather, etc. Cotton when 
manufactured into yarn ceases to be cotton. In this connection, 
the distinction between old investments and floating capital should 
‘be made clear. Money once invested in machines, tools, etc., remains 
locked up there. After a period, the value of the machinery 
depends upon their productivity. These machineries are known as. 
old investments. The command over goods in the form of a given 
money value which can be applied to any purpose, is often described 
as free or floating capital. 


30 AN INTRODUCTION TO ECONOMIC THEORY 


PRODUCTION WITH CAPITAL: Production with capital is 
said to be round-about production. Bohmn-Bawerk gives a nice 
illustration of this. In the primitive community with no capital, 
whenever a man felt thirsty he went to the spring nearby and drank 
water with the help of his hands. He could not.store up water, 
and hence it was most inconvenient as every time he felt thirsty 
he had to walk to the spring. Instead of satisfying his thirst directly, 
he devoted a day to produce a wooden bucket, and then used the 
bucket to bring water from the spring. He could now store up. 
some water. and could thus save the trouble of going to the spring 
on and often. Suppose, next, he hits upon the plan of laying 
wooden pipes direct from the spring to his house so that he would 
have a large and constant supply of water in his house. The 
construction of pipes would certainly take more time than that of the 
bucket. Thus the employment of more capital makes production : 
more round-about. It should be noted that the round-about method 
of production is usually more productive. 


FUNCTIONS OF CAPITAL: The aim of all economie activities 
is to secure a surplus by increasing the output and lowering the 
costs of production. The capitalistic system 
.. . of production affects this surplus in two ways. 

Use of capital in- Ei th Pot 5n 
creases the quantity Jt increases the stock o commodities and 
of pares? and diminishes the cost. Capital aids labour in 
SUR RU production. It aids the labourer with tools 
and machinery and thus makes labour more productive by increasing 


the total output and decreasing the cost of production. 


Capital not only gives tools to labourers, but gives subsistence 

to them during the process of production. The capitalistic method 
is a long drawn-out process. Formerly, the 

The capitalistic me- individual artisan used to make a thing from 
yed E e oe the beginning to the end. A village cobbler 
process, : would make a pair cf shoes by doing every- 
b. E thing from the tanning of the hides to the 
giving of a finishing touch to the shoe and selling it in the village. 
Unless he had his own small capital to live on during the process 
of production he had to wait until the shoes in the final shape were 
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sold. But the period of production was not a long one. At best 
"it took only a few days and everyone, whether he was a Hottentot 
or a Britisher, used to have provisions for a few days. The village: 
cobbler would finish one pair and then begin another, But in 
the modern factory system raw materials are 

Capital synchronies coming in at the one end and the finished! 

r and consum- : * 

Kain: products going out at the other end. Now shoes- 
are begun and finished almost at the same: 

instant. The function of capital is, therefore, to synchronize labour 
and consumption. The labourer has not to wait for the finished 
products to be sold. He gets his daily wages. The capitalist 
advances daily wages to the workers, though the product in which 
the labourer has a share reaches the consumer months afterwards.. 


Capital helps the process of production by giving the labourers: 

: materials of almost every variety and com. 
Capital helps labour plexity. They are able to use semi-manufactured! 
Po coh of materials which they are to fashion into finished’ 
commodities. Without a large use of capital 


this process could not have beeen adopted. 


. The capitalistic system of production is a round-about method: 
- of production. The interposition of capital lengthens the period: 
" of production. Now-a-days a long period 
The use of capital . SAYS V 
makes the system intervenes between the beginning of the making 
of production |a. of a shoe and its final delivery to the consumer. 
a dd The division of labour has been brought to. 
its highest efficiency by the employment of capital. Capital is. 
necessary for the purchase of raw materials, for the construction, 
of factory, tools and machinery, for paying 
Use of capital wages to labourers, for stocking goods for dis. 
eluant ™ tribution to the retailer. The greater the parti- 
cipation of capital, the more round-about the: 
processes of production. On the other hand, a definite part of the 
process of production is finished very rapidly by the help of 
machines, Capital thus, shortens the period of particular process: 
but may lengthen the period of the entire process; and thus increases, 
the productivity of labour. From the standpoint of a soc'ety,, 
capital leads to continuity of production, 
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FACTORS IN CAPITAL FORMATION : Capital grows out of saving. 
The production of capital goods is possible in one of the three ways. — 
People who are now busy turning out con- 
yp aie ?" — sumer's goods only may work harder and for a 
i greater number of hours for a few days, thus 
producing more consumers goods than before. A portion of these 
goods may be set aside, and may be used up on the following 
days when they may devote themselves to turn out some capital- 
goods. Secondly, the people may decide to devote a part of their 
working time to produce consumer’s goods and devote the rest of 
the time to make some capitalgoods. In this case, they will have 
‘to forego the consumption of a part of the usual volume of goods 
‘since the aggregate volume of consumer's goods is less than before, 
‘Lastly, people may divide the work of producing two kinds of 
goods among themselves, Some may remain busy turning out 
‘consumer’s goods, while others are making capital. In this case, 
those who are producing consumer’s goods cannot consume the 
‘whole of their output. They will have to support their colleagues 
"who are making machines, These people have to be supported till 
the period of production is over, ùe., till the time taken to produce 
‘final consumer's goods with the aid of the capital-goods. So they 
‘must abstain from consuming the whole of the available consumer's 
‘goods. Thus in order that capital may grow, people must abstain 
- from consuming the whole of their income. They must save. 
But it may be asked : why should people agree to abstain from 
‘consumption ? The main reason is that such abstention will make 
Possible the production of more capital-goods. The use of capital 
in production increases the productivity of labour. So we ean 
thave a larger volume of goods afterwards, if we take a little trouble 
‘to save and accumulate capital than if we spend the whole of our 
‘income at the present moment. 


Growth of capital, therefore, depends on the volume of 
“saving. The latter, in its turn, depends on the level of money 
incomes of the people and on a number of 

Fia] of nee other factors. If incomes are so low that 
: Prior least nothing remains after meeting the bare 
necessaries of life, the volume of savings must 

"necessarily be small. This is the case with the under-developed or 
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poor countries. The higher the incomes, the larger would be the 
volume of savings in a country, But even if the level of money 
incomes is sufficiently high, that does not always ensure that people 
will save larger amounts out of that income. That will depend 
on a variety of motives and circumstances, 


There are several motives which induce householders to save. 
Impelled by the motive of prudence, a householder may save with a 
view to build up a reserve fund against 

Propensity to save. unforeseen contingencies or rainy days. One 
should have some savings to fall back upon 

when one may, for instance, fall sick. Secondly, he may like to 
make adequate provisions for the future education of the children, 
or the marriage of the daughters, or for old age. (Motive of fore- 
sight). ‘Thirdly, he may want to improve the standard of living, 
and so save for that purpose. (Motive of improvement), Fourthly, 
a person may like to bequeath a fortune to his family, to leave 
sufficient funds behind for the maintenance of his wife’ and 
children. (Motive of family affection.) —Fifthly, moneyed men 
enjoy great honour and prestige in our society, and so he may 
dream to be counted rich one day and to enjoy power and prestige: 
hich money confers in the society, (Motive of pride). Lastly, 
“he may be guided by the spirit of pure miserliness with an 
unreasonable dread of spending money on anything whatsoever, 
" iae of avarice), These motives may be summed up as motives 
udence, foresight, improvement, family affection, pride and 


; In modern communities, a considerable portion of savings 
comes from such institutions as joint-stock companies, ete. The 
people in charge of these institutions save 
Motive of saving because of the motive of prudence, They want 
on the part + to make adequate financial provisions, out of 
" TE T resources, to meet the depreciation of all 
assels, They also save for the purpose of securing liquid resources 
to enable them to tide over emergencies, difficulties or depression, 
Lastly, they also save from the motive of enterprise. They want 
to accumulate sufficient resources to enable them to carry out 
further extensions of plants without incurring any debts. — . 
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The strength of these motives will depend on a number of 
social and institutional factors. For example, there must be 
security of life and property. Otherwise, nobody will save anything. 
What is the good of foregoing immediate consumption if one is not 
sure that he will be able to enjoy the fruits of his hard-earned 
savings in the future ? The motives of savings 
will be strong if a country possess good oppor- 
tunities for safe and profitable investment of 
savings. The strength of these motives will also vary according 
to the customs and habits prevalent in the community, education, 
religion, etc. 


Security of life and 
property. 


SAVINGS AND THE RATE OF INTEREST: The influence of the 
rate of interest on the volume of savings has been the subject of 
discussion in recent times. Writers like Marshall were of opinion 
that the rate of interest was one of the factors which governed the 
volume of savings. The higher the rate of interest, i.e., the larger 
the reward for saving, the higher will be the propensity to save 
and vice versa. There will, of course, be people who will save less 
when the rate of interest is high. People who have decided to save 
such an amount as to enjoy a certain fixed income afterwards will 
have to save a smaller sum if the rate of interest is high than if 
the rate is low. There will also be others who will go on saving, 
whatever the rate of interest. These are the rich people, or people 
with an excessive degree of prudence. Moreover, the joint-stock 
companies which save a considerable amount, save from motives 
which are influenced only a little by the level of the rate of interest. 
Hence many writers like Lord Keynes have cast serious doubts on 
thé connection between the rate of interest and the volume of 
savings: In their opinion, a high rate of interest will depress 
economic activities, and lead to a smaller volume of investment. 
As a result, the aggregate money income will shrink, and given the 
same propensity to save, the volume of savings will be reduced. 
The aggregate volume of savings is determined by two factors, 
the level of money incomes, and the propensity to consume out of 
the money incomes, At a low level of money incomes, the volume 
of savings will be comparatively low. But as the level of money 
incomes rises, given the propensity to consume out of those incomes, 
the volume of savings is likely to increase. So the volume of 
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savings is not, in their opinion, responsive to changes in the rates 
of interest. If there is any relationship, it is more likely to be the 
Opposite of that assumed by the classical writers, 


The fact is that if individuals are rational, they are likely to 
Save more out of their incomes when the rate of interest is high, 
A high rate of interest means higher rewards on saving, and so 
on purely rational grounds, people will save more. But saving is 
ihe least rational of all things ; it is surrounded by all sorts of 
social customs and inhibitions. Moreover, savings are often a 
"buffer", which adjusts changes in expenditure to changes in 
income, When the money income of a householder starts rising or 
when prices are falling, his standard of life will frequently lag 
behind the rise in his income or in the purchasing power of his 
income ; he may therefore find himself saving, whatever the level 
of interest rates. And conversely when prices are rising or incomes 
are falling. So there is no doubt that rational conclusions do 
not always determine the volume of savings. Nevertheless, for 
problems of the “long-run” variety, the conclusions of the theory 
of rational saving are likely to be more valid than wrong. More- 
over, when the rates of interest rise, the incomes of the richer 
households increase as they hold most of the government securities 
and bonds. As their marginal propensity to consume is compara- 
tively lower, they are likely to save larger amounts than previously. 
Much will also depend on whether those who save in order to have 
a fixed income in the future provide the major portion of the 
aggregate savings as against those who save from other motives 
(such as those of pride, or avarice or improvement or family 
affection). In the case of joint-stock companies also, higher rates 
of interest may serve to induce larger savings as those institutions 
decide to become independent of market borrowing whose rates 
have now become higher than before. So the conclusion that 
savings are not interest-elastic may not always be borne out by 
facts, 


2 Boulding, K, Economic Analysis, p, 653. 


APPENDIX 


Land 


In classical writings land was regarded as an important factor 
of production. It was taken to refer not only to the total area 
or surface, but to all natural resources existing in a country. So 
it included the soil, the mines and forests, the river and sea 
fisheries. 


The classical writers were greatly impressed by the fact that 
all these resources were given by nature and were, more or less, 
fixed in supply. Land possessed the characteristics of being fixed 
in quantity and of not being reproducible. The soil, according 
to Ricardo, possessed certain "original and indestructible powers," 
On account of these characteristics, land was supposed to be subject 
to a special law—the Law of Diminishing Returns. But if we 
examine the question carefully, we shall see that like land, other 
goods are also in their original form free gifts of nature. The fact 
that a certain amount of labour, when applied to a piece of land, 
produces a given output does not make the transaction in any way 
different from that when labour is applied to a piece of machinery. | 
The supply of land may be fixed geographically. But then every- - 
thing in the world is fixed in quantity, Many lands which are now — 
as barren as deserts may be converted into fertile soil by means of 
suitable irrigation works. As a result, the supply of land from the 
economic standpoint will increase, just as the installation of a new 
steel plant will increase the supply of steel. It is not correct to - 
say that land has no cost of production. In fact, into many acres 
of land there has been put as much labour as into equally valuable 
concrete goods. Hence it is no longer possible to maintain the 
distinction between land and, for example, capital In the short 
period there are also many other things whose supply is as inelastic 
as that of land ; while the long-period supply of land may be as 
much elastic as that of many other capital goods. The law of 
diminishing returns, which was supposed to be applicable specially 
to the case of land, has now been found to be valid in the case of 
other factors as well. 

THE LAW OF DIMINISHING RETURNS: This law was supposed 
to be applicable specially to land. Indeed a Scottish farmer is said 
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to have first stated the law. Every experienced farmer knows 
that he cannot raise an unlimited amount of produce profitably 
from one acre of land. As he cultivates a particular plot of land 
more intensively by applying more labour and capital, the 
produce does not increase in the same ratio. If one puts forth double 
one’s effort in cultivating one acre of land, at first the total output 
may be doubled or more than doubled. But if the quantity of 
labour and capital is doubled a second time, the total output will 
not be doubled ; it will be less than double. This is the law of 
diminishing returns, which has been stated by Marshall in the 
following terms :—“An increase in the capital and labour applied 
i in the cultivation of land causes in general a less than proportionate 
' inerease in the amount of produce raised, unless it happens to 
coincide with an improvement in the art of agriculture," 


Let us illustrate the law. In the next table three bighas of 
land are cultivated, at first by one labourer, then by two and so on. 
Each of the labourers is equipped with (say) a plough and other 
necessary agricultural tools ; and the land is adequately manured 
and irrigated. The third column shows the total product in each 
case, and the last column shows the additional product due to the 
employment of the additional labourer, 


It is evident from this table that at first if another labourer 
with proper equipment is added to the one already working, total 
product may increase by more than that in the first case, But 
if a third man is added to cultivate the same land, the additional 

n does not increase in the same ratio. This is the point of 
returns, 
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The curve in Fig. 1 represents the law of diminishing returns. - 
OX measures the amount of labour and capital applied to a parti-. 


cular plot of land and OY measures the additional product. At 
first, land may not be adequately cultivated, and as more and 


more units of labour and capital are applied, the additional product 
imay increase more than proportionately. This is represented by 
the upward slope of the curve upto b’. After the stage b' is 
reached, any further application of labour and capital will cause 


a decline in additional production. So the curve slopes downwards 
from that point. 


Here it should be noted that the law refers not to the price, 

but only to the additional produce. Another thing that must be 

remembered is that the law does not state 

The law refers to that total returns or produce actually diminish. 

podes Baty Psion produce increases, but increases at a 

continually diminishing rate. It is a case of 

diminishing increment. Another fact to be noted is that the dimi- 

nution in production is not due to the decline in the fertility of land 

after continuous cultivation. In stating the law of diminishing 

returns, we assume that the fertility of the soil remains constant 

for the time being. The application of more labour and capital 
to a fixed area of land yields diminishing returns. 


The tendency towards diminishing returns operates in two 
ways. First, as it becomes necessary to raise móre produce, the 
farmer may have to cultivate more land. This means that his own 
labour will have to-be distributed over a larger area. As a result, 


both the intensity of his work and his supervision will decline... 


Hence the return to his labour will decrease in this case. This is 
known as extensive cultivation. Secondly, the farmer may apply 
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more labour and capital to the same land which he cultivated 
before. In this case also the yield will be less than that in the first 
case. This is known as intensive cultivation. Marshall assumed 
that a farmer applied labour and capital to a plot of land in succes- 
sive "doses", each consisting of a given amount of labour and 
capital. As a cultivator applies more and more doses of labour 
and capital to his land, the additional produce due to each successive 
dose decreases. A stage will come when the additional returns due 
to a particular dose of labour and capital will be exactly equal to 
the cost incurred on account of the labour and capital. This dose 
of labour and capital is known as the marginal dose. And the land 
to which this dose is applied is known as the marginal land. 


The law is based upon certain assumptions. The first assump- 
tion is that the land is already utilised in the best known manner. 
Adequate amounts of labour and capital have already been applied 
in the cultivation of the land. It may be that a particular plot of 
land has been so under-cultivated that a further application of 
labour and capital yields, not diminishing returns, but increasing 
returns, Hence we must assume that the land has been cultivated 
in the best possible manner. Secondly, it is assumed that 
agricultural skill and methods of cultivation remain the same. 
There is no discovery of new resources, no change in the technique 
of production, no new invention or scientific discovery. If a new 
invention, or a change in the technique of agricultural produc- 

ticn increases the productivity of existing 
eas of the Jand, the operation of the law may be entirely 
: counteracted for the time being. For example, 
after 1919-1920, there occurred an increasing use of machineries 
in agricultural production and great application of science to 
agriculture. The result has been an over-production of farm 
products. Under such circumstances, the law is clearly held in 
check. But the operation of the law is not completely stopped. 
The tendency is there, and the moment man stops his unceasing 
search for scientific progress, it will come into operation. 


THE LAW OF DIMINISHING RETURNS AS APPLIED TO SPHERES 


| OF PRODUCTION OTHER THAN AGRICULTURE: So far we have con- 


sidered the application of the law to agriculture. The classical 
writers held that the law was also valid in other spheres of 
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production, viz, mining, urban land, fishery and indeed in all 
sections of industry. 


In mining, if there is no improvement in the arts of mining, 
the tendency to diminishing returns shows itself. Apart from the 
possibility that deposits in the mine will be exhausted sooner or 
later, it becomes necessary in most of the mines to go deeper for 
an increased supply, with a resulting rise in 
cost. Cost of production rises as the cost of 
lifting minerals increases. As mines are to be 
worked deeper, the under-structure of the surface must be made 
stronger; better lighting and airing systems must be introduced 
and thus cost goes on increasing and there is a tendency to lessening 
yield with increasing depth. 


The Law of D,R. 
in mining. 


In urban land, the law is also operative. In modern days 

of steel-frame construction sky-scrappers can be built with twenty, 

thirty or fifty storeys. Sooner or later, how- 

In urban land. ever, a stage is reached where the gain from 

building additional storeys tends to diminish. 

Poorer light and air on the lower floors, the cost of lifting goods 

and materials, difficulties of supervision begin to tell, and tell the 

more as more storeys are added to the building. The tendency to 
diminishing returns asserts itself, 


In fishery, especially in river fishery, there is a limit to 

increasing returns from an increasing application of labour and 

capital. The available supply of fish in a river, 

In fishery. like the fertility of land, is limited ; hence a 

point comes after which an increase in the 

supply of labour and capital gives but a diminishing rate of increase 

in the catch. In sea fishery, however, the supply being very great, 
there is hardly any tendency to diminishing returns. 


THE LAW OF VARIABLE PROPORTIONS: In recent times it is 
being increasingly recognised that the law of diminishing returns is 
not applicable only to the case of land. In our statement of the 
law, we assume that the supply of land is kept fixed, while 
increasing quantities of other factors are applied to land. As a 
result, total produce increases at a diminishing rate. But this 
holds good in every sphere of production. Whenever a fixed supply 


LAND 4l 


of any factor of production has to be worked with increasing 
quantities of other co-operating factors, the total output may, after 
a certain point, tend to increase at a diminishing rate. 


Modern writers now speak of a law of variable proportions, 
For technical or other reasons, it may become difficult to increase 
the supply of a factor of production ; or the additional supplies that 
are available may be of inferior quality. If it becomes essential to 
increase the output, other factors of production will be combined 
with a fixed supply of that factor, or with larger amounts of the 
same factors, but of inferior efficiency, the expenses of producing 
the additional output will tend to increases. It is not necessary to 
assume that the proper combinations of factors have not been made. 
Even if the employer is fully efficient, it may not be possible to 
increase the supply of some one or other factor of production. This 
is of special importance in the case of land. The supply of good 
land is fixed. If it becomes necessary to increase the production 
of agricultural crops, recourse must be had to land of inferior 
quality, or the good land may have to be cultivated more intensely 
than before. Hence the total produce will not increase propor- 
tionately. The same is true with regard to capital and other factors. 
Even if an efficient employer may have to combine increasing 
quantities of other factors along with a fixed amount of capital, 
the additional output will then be raised at higher cost per unit. 
'The marginal cost of production will tend to increase when a large 
output is produced. Whenever a fixed supply of a factor or a 
number of factors is associated with increasing supplies of other 
agents, the tendency asserts itself. Restated in this way, the law 
of diminishing returns is of universal application in all spheres of 
production. 


CHAPTER IV 
ORGANIZATION OF BUSINESS 


The rise of the entrepreneur class is one of the natural 
corollaries of the modern Industrial Revolution. Before the advent 
of the Industrial Revolution, production was 
The entrepreneurs simple, market was limited and capital employed 
are those persons red 
who manage the Was also very small. The task of co-ordinating 
present , complex the activities of different factors of production 
organization of pro- í 4 
IHE was not a difficult or exacting one. Hence the 
best type of men was not required to manage 
such industries. The advent of the Industrial Revolution changed 
everything. Production is now on a large-scale, machines used are 
intricate and costly, large amounts of capital are used, the condition 
of world demand is to be studied and production adjusted to that 
demand, big risks in production and marketing are to be taken. 
And the task of combining the factors in suitable proportions has 
been rendered highly difficult. The importance of persons who 
undertake this task has increased enormously. These men who 
control and guide modern industrial system are known as 
Entrepreneurs. 


FUNCTIONS OF THE ENTREPRENEUR: The modern entrepreneur 
is a man of first-rate importance. It is his function to decide what 
to produce, where to produce and how to 
He decides what, produce. He plans the whole business from 
where and how to : F ; 
produce. start to finish, He decides the quality and the 
quantity of the product. He selects and pur- 
chases machines and sees to it that no materials are wasted. He 
co-ordinates the different factors of production in right proportions, 
and employs each factor in such work for which it is best fitted. 
The classical economists considered that management was a 
most important function of the entrepreneur. It was his business to 
manage and superintend the different operations 
ES pedi of his business. But with the growth of joint- 
"stock companies, the actual work of manage- 
ment is being left more and more to salaried managers. These 
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salaried managers cannot be regarded as entrepreneurs. Hence it is 
no longer regarded as essential that entrepreneurs should themselves 
manage their concerns. The fact which distinguishes the 
entrepreneur from the salaried manager is that the former is the 
ultimate controller of the whole business. The entrepreneur is the 
person or persons who control the business and have the power to 
determine its policies. 


Then he has also some distributive functions, The whole 
income of business comes to him. He has to 
He distributes the pay proper remuneration for land, labour and 
EU S d s capital. Even if there be loss, the other factors 
will not suffer. They must be paid according 

to the terms of contract. 


Thus the most important function of the entrepreneur is his 
risk-taking. Every factor of production has to face some risk no 
doubt, but his risk-taking is of a special kind. 
But his most im- His risk is an indeterminate and immeasurable 
oa * one Modern produclion is carried on in anti- 
cipation of future demand. The modern system 
of production is a long-drawn-out process. It takes months to 
bring out finished products to the market, The entrepreneur must 
study the demand for the commodity, the supply already in the 
market and then undertakes production. If he miscalculates, if there 
is one weak link in the whole chain of his calculation, production 
may result in loss instead of profit. The greater the complexity of 
the modern system of production and marketing, the greater the 
chance that they may be totally upset by an unforeseen contingency. 
Fashions may change, or new inventions may make his plans totally 
worthless from the point of view of profitable employment. He 
assumes such risks and hence his importance in the modern system 
of production. 


Tt has also been stated by Schumpeter that the entrepreneur 

performs a special function in production. His 

Hen is main function is innovation. He is the pioneer 

3 in his own line of business, undertakes new 

tasks, adopts new processes, and goes ahead of others in introducing 
inventions and improvements. 
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THE SUPPLY OF THE ENTREPRENEUR CLASS; Great captains of 
industry are born and not made. They are geniuses, and like all 
ius their supply is based upon factors which 

Th ly of frg.  Sonius PPY P 
dam uix. dM MB beyond human knowledge. Freedom of 
Scares, opportunity and a wide diffusion of education 
are the means for the discovery of persons having such unusual gifts. 


But average business ability is not very difficult to attain. 
General and technical education among the workers of the industry 
will make them more intelligent and if they are given a fair field, 
some of them may turn out to be able businessmen. The son of a 
man already established in business starts with marked advantages 
over others. Once the firm is made a going concern, a man having 
average business ability may keep it running. Sons of many 
captains of industry, though they themselves are of average business 
ability have run their father’s business quite successfully. But in 
some cases they fail to manage their father’s business, But their 
failure does no mean that the business will be ruined. They may 
become sleeping partners, with fat profits, taking as partners men 

who have unusual business ability. Thus, the 
But the supply of ranks of successful businessmen are constantly 
Sty: z ee E being filled up by men drawn from the lower 
and their ranks are ranks of the industrial ladder. Men who have 
UY Pd hy shown unusual business ability in the manage- 

ment of small business and have become 
successful in competing with big business even with their small 
capital may, in time, become captains of industry. A well-balanced 
university education and experience can promote business ability. 


Forms of business organization 


Business organisations are usually classified as single entre- 
preneur system, partnership, joint-stock companies, co-operation, 
and government management. 


THE SINGLE ENTREPRENEUR SYSTEM: This form of business 
organisation is owned and managed by a single individual, who alone 
is responsible for its success or failure. The peasant proprietor, 
or the small retail grocer furnishes a good illustration of this 
form, 
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This form of organisation possesses many advantages. The 
proprietor takes a great personal interest in his business, and 
tries to make it efficient. Secondly, responsible 
Advantages. to himself alone, he possesses the freedom and 
the opportunity for taking prompt action. The 
necessity of consulting a large number of partners, or shareholders. 
does not hamper his initiative. His business secrets cannot leak out 
through the indiscretion of partners. Lastly, in businesses which 
are simple in nature, and which do not require a large amount of 
capital, he can shine at his best. He can produce things to suit 
the individual tastes of his customers or can devote himself to the 
production of artistic goods. 


The main disadvantage of this form lies in the fact that a 

single individual is seldom in a position to invest a large amount 

of capital in his business. And modern busi: 

Disadvantages, nesses require large investments of capital. And 

even if he is in a position to do so, the risk 

will be very great, for he is personally liable to the full extent 

of his property for all debts of his business. Hence at the present 

time, this form of organisation is gradually losing ground to joint- 

stock enterprises. It is only in agriculture that the individual farmer 
still occupies a predominant position. 


THE PARTNERSHIP : A partnership is an association of a few 
persons well-known to each other and actively engaged in the 
undertaking. It is the simplest and the oldest form of association 
of two or more businessmen. The legal characteristic of a 

partnership is the joint and several liability 
Often it has arisen of partners for all debts. The creditor of such 
po lg es DR a firm can secure the full amount of the debt 
taken their ablest from anyone of the partners. Of course, the 
employees as part: partner who has paid a share of debts of others 

may obtain his money back by a contribution: 
suit against his partners. As regards the size of partnership, while 
there are some firms which have attained gigantic proportions, 
smallness is, usually the rule. Often the business is started by a 
single entrepreneur and if any of his capable employees wants to 
break away from him, he may offer him a share in the business and 


46 AN INTRODUCTION TO ECONOMIC THEORY 


thus retain his services instead of allowing him to start a business 
of his own. 


A partnership can secure a larger amount of capital than a 
single individual. The unlimited liability of several men enables 
them to raise more capital, as it offers a greater 
margin of safety to the creditors. Another 
advantage lies in the combination of men of 
ability. Each partner can specialize in a particular branch of the 
business ; one may be entrusted with buying, another with selling 
and so on. This leads to great efficiency. New blood can be 
infused into the business by taking in new partners. As several 

men have to be consulted, the resulting 
Disadvantages. decision is likely to be sound. On the other 

hand, there is also the possibility of serious 
delays and disagreements in arriving at a decision. Many men, 
many minds, Another disadvantage is the lack of continuity of the 
partnership. On the death, or lunacy or insolvency of one of the 
partners, the whole business stands dissolved. Lastly, the unlimited 
liability of each partner for the debts of the concern deters many 
rich men from joining a partnership. 


Advantages of 
partnership, 


fux JOINT-STOCK COMPANY: It is an association of indivi- 


duals, known as the shareholders, or stockholders, who _ join 
fogether for the purpose of carrying on a specific business, and 
agree to suppl pply the capital A group of individuals draw up the. 
Articles) of incorporation in which the name of the company, the 
purpose for which it is formed, the nature and the amount of the 
capital to be issued, etc., are clearly laid down. 

DUROS TO A ese articles are then ‘subinitted to an officer. 
a company and a of the Government, After he has issued a 
partnership. certificate of incorporation, the company can 
commence its operations, The company is, 

_ thereafter, looked upon as a legal and can sue and be sued 
_in its own name. Unlike partnerships, therefore, its life is indepen- 
> dent of the lives of the individual shareholders ; it has, not to be 
dissolved on the death of any shareholder. If all existing share- 
holders of a company die simultaneously in an earthquake, their 
shares would pass on to the heirs, and the company would go on 


CONSENT 
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as usual, It is En esscciation of capital, not of persons. Another 
difference between a partnership and a joint-stock company lies in 
the fact that while the liability of the partners for debts is unlimited, 

that of persons forming a company is limited. 
Limited liability. Each shareholder is usually liable only to the 

extent of the value of the share that he has 
agreed to subscribe, though in some cases, the liability may be 
limited to double the value of the shares. All the risk that they 
run is that if the company becomes, bankrupt, they will lose the 
value of the shares they have purchased. The creditors of the 
company cannot attach their other properties in settlement of their 
claims. 


The capital of a joint-stock company is raised by the issue 
of shares or stocks of small denominations to the public. Any 
person can take up as many shares as he likes, 


Ordinary and though in some cases, a limit might be put 
Penta to the amount which could be bought in one 


name. Shareholders, ie., persons who have. 


Bee Ihe shares, ars. nroprietors of the company. Each of these 
areholders has the right to attend a general meeting of the share- 
iiss ted w ois ls vase eU ee pA TEES 
pursued by the company, and to-élect the directors, and the fight 


to receive dividends i.e. shares in the profits of the concern. Shares 


are sometimes divided into two types—ordinary shares and pre- 
ferential shares. The difference between these two types of shares 
lies in the toad in the case of preferential shares, the rate of 
dividend is fixed at the time of their issue, while the rate of dividend 
on the ordinary shares is uncertain. Moreover, dividends have 
to be paid on preferential shares before any profit can be distri- 
buted to ordinary shareholders. Of course, if the company earns 
no profit, the preferred shareholders do not get any dividend. 
Sometimes Cumulative Preferential Shares are issued, upon which 
back dividends must be paid up before any dividend can be declared 
on ordinary shares. There is another way in which these share- 
holders get preference over ordinary shareholders. If the company 
goes into ho d the former must be paid in full out of the 
realised assets. 

shareholders. 


efore anything can be distributed among ordinary : 


EE ET 
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A part of its capital may be raised by a company by the 
issue of bonds or debentures. A bond or debenture is a certificate 
PEE TTE. of indebtedness issued by a company, bearing 
per or deben- interest at a fixed rate and repayable after a 

fixed number of years. The bond-holder has 
no voice in the management of the company ; he is the creditor” 
of the company and not its owner. In case of liquidation, the bond- 
holder must be paid in full before any assets can be distributed 
among shareholders, both preferred and ordinary. Bonds are thus 
safer than shares, but they do not carry the chance of very large 
returns in case the company, is exceptionally successful. The capital 
of a company is thus divided into different groups to suit different 


classes of investors. 
Though the shareholders are the owners of the corporation, 


they do not manage its affairs. The actual work of management 
is left to salaried managers, while the share- 


Management of holders elect from among themselves a Board 


a company, * H DE 
Se of Directors to supervise the operation of the 
business. The directors determine the general policy of the 


company. Thus in this system, ownership and management have 


been successfully separated. Another point to be noted is that 
Gage hse TU a joint-stock company appears to be 
pea actually it is highly oligarchic. In practice, the vast 


ajority of shareholders do not take any active interest in the 
affairs of the corporation, and do not take care to attend the 
meetings or to cast their votes at all. A group of persons usually 
succeed in having a controlling percentage of the total shares, or in 
getting a sufficient number of shareholders to sign over proxies. 
These active, dominating persons control the business. 


ADVANTAGES; The joint-stock company form of business = 


organisation has facilitated production on a 


It has made pro- large scale. Formerly, businesses requiring. 


duction on a large- 


scale possible. millions of rupees could hardly raise such sums, 


Now the joint efforts of many result in the 
formation of large-scale business units. Cost of production is 
reduced and products become cheaper. Thus consumers as a clase 
are benefitted. 


Th 


Ee gr 
LE 


. supply of capital, 
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It has given a stimulus to saving and so to increased invest- 
ment, Persons who have small savings do not find that surplus 
useless, but can invest them in buying shares 
of small value. This possibility has stimulated 
the growth of savings. Further, by separating 
risk-taking from investment, it has induced all classes of persons 
to save and invest. Those who are willing to undertake risks buy 
shares and those who want to take no risk buy bonds, Among 
the shareholders, risk- taking is further graded according to the 
degree of risk, as shares are divided into ordinary and preferential 
shares, Thirdly, ease of transferability and the establishment of 


It has increased the 


_ stock-exchanges, where shares can be freely bought and sold at any 


moment, have given further stimulus to saving and have made the 
system very popular. Shares are sold and bought in the market 
like any other commodity and investors know that they can realise 
their money whenever required. Fourthly, the ease of transfer 
serves to bring the industry under the control of able men to the 
exclusion of ignorant, incapable and weak men. Those who can 
judge best of the prospects of an enterprise and can exercise 
influence towards its skilful management, buy out from those who 


are incapable and are afraid to take any further risk. 


" 
ee 


DN 


a 


The joint-stock system has promoted risky and venturesome 
jrinieenenns. The liability being limited, and the risk undertaken 
by each individual shareholder being small, the 


dd directors can launch out into venturesome 
pes projects. The progress of invention in modern 


times and the diversification of industry have been possible only 
on the assumption of bold risks by companies. The joint stock 

t Ei system has the advantage of stability. It is not 
Tt has büsi- .. to be wound up with the death of a shareholder 
vind sables, as in a partnership. The management is easily 
flexible, and new blood can be infused into the directorate. Having 
huge capital at its disposal, it can afford to secure the services of 
the best industrialists as its managers, and a fair degree of success 
is thus ensured. 


* 
The disadvantages arise chiefly from the ease of transferability 
of the shares. Control of the industry may pass not only to the 
4 


* 
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shrewd, but also to unscrupulous persons. Those who are inside - 
the room as directors and others who know the 

The control may internal working of the firm, may sell their 

pass into unscru- 

pulous hands, shares when they scent any danger without 


-disclosing it to ‘other “shareholders, Thus the 


= un ge Toner Or, when directors learn that a big dividend is 
going to be declared they may buy up as many shares as they can, 
only to sell those shares again at a high price afterwards. Thus 
they may try to make money by speculation which may prove 
harmful to the real interests of the business firm. 


Another disadvantage is that it weakens the sense of association 

for common end. The sense of association is weakened, partly 

i .. because shareholders are too numerous to 

sri d know one another, and partly er 
directors and share- change hands too frequently. Theiteam-s 

me with which a partnership is worked is found 

wanting in it. Whenever there is any chance of danger to the 


enterprise, shareholders begin to sell shares, and the general 
stampede that follows injures everybody. Each looks to his own 


interest and “the original notion of joint venture for common Tte 


profit or common loss is forgotten." 


Another defect which should not go unnoticed is that the 
divided responsibility increases the temptation to laxity inherent in 
4 X joint-stock management. However able the 

gaat lhl directors are, they are bound to delegate a 

ship or oneman certain portion of their work to subordinates, 

Mr one manager being in charge of a department. - 
There may be a want of proper co-ordination between the different 
departments, though the heads of departments are subordinate to 

one chief. 


Sometimes, directors may follow the line of least resistance 

by consulting their own ease and avoiding the trouble of taking 
risks. But this evil has been counteracted by 

ev alen lack another inherent tendency in, human nature. 
; “Tt is to look beyond pecuniary gain, an 
ambition to prove one’s ability.” Often the manager is emboldened 
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to take the initiative, especially if he is offered a definite share in 
the excess incomes. : 


Another disadvantage from which the jointstock management 
suffers is the want of elasticity in the matter of discipline. Managers 
Selection of em.  C@nnot, like private owners, make use of their 
ployees may not be personal experience of men's character and rely 
cient, upon the honesty of the workers, instead of 

applying mechanical methods of checks. 


i On the whole, it might be said that the advantages for outweigh 
the disadvantages. It is doubtful whether the modern system of 
large-scale production would have been possible without the joint- 


-stock organization. The superiority of this form becomes evident 


~ when we see that it is gaining ground over other forms of business 
organization in almost all spheres of production. 


CO-OPERATION : Another form of industrial organization is 
co-operation, It is opposed to the capitalistic system of production, 
in which the capitalist hires the labourers and remunerates them 


for their services. The chief evil of modern capitalism is the gradual 


_ cleavage between the interest of the capitalists and those of the 
labourers and the antagonism between the two classes. Bolshevism, 
~ Communism, Socialism and various other movements are mani- 
_ festations of this class struggle. Co-operation is a form of industrial 
_ organization in which the capitalist is eliminated. Workers them- 


selves subscribe the capital manage the industry and divide the 


“profits among themselves. Beginning from the manager down to 
the unskilled labourer, all are proprietors of the business, there is 
no longer amy indignity in work, no master and servant relation. 


Co-operation is principally of two kinds :—co-operation among 
producers and co-operation among consumers or productive and 
distributive co-operation. When production is 

Co-operation in carried on by an associated group of workmen, 
pu who distribute profits among themselves, it is 
called productive co-operation. ^ Tt is the verdict of the economists 
that productive co-operation is a failure, though not an absolute 
failure. In some spheres, especially in the field of agriculture and 
small industries, it has been attended with some degree of success, 
probably because in these fields, industrial leadership is the least 
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wanted. But in industries of moderate size, co-operation has failed 
to prove its worth, the chief cause being the elimination of the 
entrepreneur. Managers of the co-operative producers’ organiza- 
tions have been men possessing a low order of ability ; the workers, 
as they are themselves the masters, do not subject themselves to 
the strict control of the managers and therefore discipline is wanting. 
“The essential difficulty in the way of co-operation in production 
is that it attempts to supersede the businessman where he is most 
needed. Its failure is at once a result and a proof of the variety 
and importance of business leadership.” Further, there is the 
difficulty of obtaining sufficient capital and securing markets. Still 
we must not be blind to its advantages. It serves to eliminate 
class war; tends to creatd in the workers a sense of self-respect 
and if properly worked, brings larger returns to the labourers 
themselves. 

The second type of co-operative organisation is an PEW oe 
of consumers for the purpose of the wholesale and retail sale of 

goods. The common principle is to dividen. 

URepertive profits among the members in proportion to” 

ution. " 

the amount of their purchases from the stores. 

In contrast with the productive co-operation, it is an unqualified 
success. The consumers of a locality combine and start a shop 
of their own with small shares subscribed by themselves, The . 
object is to supply necessary commodities to the shareholders, .— 
The shop purchases at wholesale prices and sells the commodities 
at retail prices. The profits are distributed among the consumers, 
-or the shop may sell at a lower price to its own shareholders. But 
the effect is the same. The profit of the middlemen is eliminated. 
Tts success is due to the fact that it has a constant body of 
customers, There are no costs of advertisement and the customer 
who participates in the profits is not very much exacting as a pur- 
chaser. Several co-operative sales stores have branches throughout 
the world. These stores have often started productive organization 
under themselves to supply the necessary articles of sale. 

CONCERNS UNDER PUBLIC MANAGEMENT: Finally we come to 
another form of business organisation in which the government 
or the local authorities own and manage the whole concern. The 


Ed 


1 Taussig, Principles of Economics. 


| 
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Government of India owns and manages the Railways, Post Offices, 

Telephones, etc. In the western countries, many municipalities - 
own and operate their own state railways, water-works, electric light 

plants, etc. In case of government-managed concerns, it has become 

the usual practice to entrust the management of these businesses to 

a special Board or a Committee of experts, who are to manage 

them on business principles free from all political or sectional 

pressure. In India, the internal affairs of the state railways are 

managed by the Railway Board. But the ultimate control is 

retained in the hands of the voters in a democracy. 


CHAPTER V 
ORGANIZATION OF PRODUCTION 


DIVISION OF LABOUR: One of the important characteristics 
of the present economic system is the division of labour. In 
primitive communities, there was, of course, some sort of division 
oflabour. In the garden of Eden, it is said that Adam delved and 
Eve span. But the principle has been applied extensively in modern 
economic societies, Originally, this division of labour was confined 
to the members of the family. As time went on, people began to 
look upon the village as an economic unit in place of the family. 
Different families of the village specialised in different occupations 
in order to make the village a single self-sufficient economic unit. 
The progress of material civilization, the invention of machinery 
and the widening of the market through greater transport facilities 
have led to the widening of the economic area, and thus division 
of labour has come to be more minute and complex. 


The pre-requisites for division of labour are (a) the existence 

of a large market and (b) continuous production. If the labour of 

producing a thing is to be properly divided, 

; i PUES many men must be employed at different tasks 

and consequently production will have to be 

carried on a large scale. Unless the market is wide enough to 

absorb this large output, it will not be profitable to produce on a 

large scale. Hence a large market is a necessity for the sale of 

Xx products. Division of labour is, therefore, 
Min muous produc- limited by the size of the market. Secondly, 

if there is to be a minute division of labour, 

there must be continuous production. If there is only intermittent 

work, the worker is obliged to find other occupations in the slack 

season ; in that case the greatest amount of economic gain from 

division of labour cannot be secured. 
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Division of labour may be simple or complex. Under the 
simple form, a workman carries through the whole of one of 
the stages of production eg, the cobbler, the 

E opp carpénter. Under the complex : form, one 
stage of production is split up into several 

operations. In a shoe factory, a pair of shoes is not made by a 
single cobbler; it is the handiwork of some eighty workers. 
Another phase of the division of labour is the geographical division 
of labour. With the rapid development of the transport system 
through the establishment of railways, opening of canals, and inven- 
tion of steamships, one particular locality or country begins to 


- specialise in the production of a commodity in which it possesses 
"some natural advantage or some advantage of aptitude and skill. 


Thus the two Bengals specialise in the cultivation of jute while Berar 
is devoting itself to cotton. 


ADVANTAGES AND DISADVANTAGES OF DIVISION OF LABOUR: The 
advantages of division of labour have been stated long ago by 
Adam Smith. The main result is a vast increase in production. 
Adam Smith wrote that an individual pinmaker could not make 
more than 20 pins a day when working alone. But 10 men, by 
proper division of labour, could produce at least 4,800 pins a day. 
This increase in productivity is due to a variety of reasons. First, 

if the work is suitably divided, each man can 
1t places the proper be given that work for which he is best fitted. 
soc the proper ‘There will be no waste of energy as a skilled 

man will not have to do work which can be 
done in almost the same manner by an unskilled wokrer. Thus 
it provides scope for the best utilisation of natural aptitude. 
Secondly, it increases the dexterity of every individual worker. 
A man who works continuously at one task for a long time will 

acquire special skill or dexterity in doing it. 
It makes labourers Workers will, therefore, become efficient. 
bes Rae Moreover, there will be another type of gain 
from such specialisation. A man may do everything better than 
another but his superiority may be more marked in some lines than 
in others. Under proper division of labour, the first individual 
will confine himself to only those lines where his superiority is the 
greatest. The principle is specially applicable in the theory of 
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"comparative cost," and is an important source of gain that a 
country derives from its foreign trade. Thirdly, there is a saving 
in time and tools, As a worker is continuously 
employed in one kind of work, he has not to 
waste time in passing from one job to another. 
There is a saving in time in another way. As a worker needs know 
only a part of the processes of producing a commodity, the period 
of his apprenticeship is shortened. There is thus an economy in 
time and effort. There will also be a saving of tools. Each machine 
is to be used for a particular purpose. It has not to be re-set to 
perform some other functions. Fourthly, 
division of labour has led to the invention of 
machinery. Smith cited the instance of the boy 
who made an improvement on steam-engines in order that he might 
have more time to play. As the processes of production are split up, 
each particular process becomes easy and simple. Such an opera- 
tion may then be entrusted to a machine invented for that particular 
purpose. Thus division of labour results in a vast increase of 
production, and a substantial lowering of costs, 


There is a saving 
in time and tools, 


It leads to inven- 
tion of machines, 


But the disadvantages of the division of labour are not 
negligible. Extreme division of labour as between persons leads 
to the following disadvantages. There is a loss 

There is loss of of skill and of a sense of responsibility. The 
m Gs worker becomes a mere machine tender. He 
feels no joy in his work, no pride in his 

product, as it is not solely his handiwork, but a joint product of a 
host of workers unknown to each other and perhaps separated by 


"thousands of miles. The responsibility for making the product 


E 


.— falle 


perfect is divided between thousands of men, 
and hence it becomes nil. Secondly, division 
of labour tends to monotony. Tending the 
the same machine, repeating the same work day in and day out, 
deaden the sharpness of intellect, curb the artistic sense and narrow 
the vision. It stifles and represses all powers of initiative. Thirdly, 
extreme dependence of workers on one branch of work may lead to: 
unemployment, when for any reason the demand for the commodity: 


It leads to mono- 
tony. 


d 


* 
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The following harmful effects follow from the extreme 
territorial division of labour. The dependence ~ 
of one section of the country upon a particular 
product may be perilous if there is an enforced 
cessation of production. If one country is dependent for its 
food-supply on another country, its food-supply may be stopped if 

: hostility breaks out. Secondly, extreme terri- 

Tt may lead to en- torial division of labour results in the localiza. © 
D ma tion of tion of industries. In the localized industry . " 
Y there may be demand for only one class of ^ 
labourers. In iron districts only strong men are employed. There 

is no work for women and children. Hence the average income of 

one working class family may be very low, 
though male workers of the family may earm 
comparatively high wages. The remedy for 
this evil lies in the fostering of supplementary industries in the 
neighbourhood to give employment to women and children. 


It may lead to 
unemployment. 


It leads to locali- 
zation of industries, 


LIMITS TO DIVISION OF LABOUR: Whatever the advantages 
of division of labour no producer would think of dividing the work 
of production as far as is possible. As Adam Smith pointed out 
long ago.—division of labour is limited by the extent of the market. 
Division of labour involves an increase in the scale of production, 
and hence an increase in output. The market for the product must, 
therefore, be sufficiently large to buy the enlarged output. A village 
cobbler can produce a pair of shoes a week by his own labour. 
If he divides the work and engages other men to share the job 
with him, the production of shoes would increase, let us say, from 
one pair a week to 5 pairs. Unless the cobbler feels confident that 
he would be able to sell 5 pairs of shoes with profit, he would not 
think of dividing his work and of increasing his production. The 
extent to which division of labour will be carried out in any line 
of production will, therefore, depend on the market for the product, 
If the market is large, there will be considerable division of labour. 
But if the market is small in size, the extent to which work would 
be divided would also be small. * 


* There are also other limits to division of labour, for which see the 
Section—Limits to Jarge-scale production. 
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LARGE-SCALE PRODUCTION 


Both the division of labour and the application of machinery 
-are intimately related to large-scale production. Unless production 
is carried on a large scale, division of labour and the use 
of machines on a large scale are not possible. When production 
is carried on on a large scale the producer secures certain 
advantages, or economies, known as the economies of scale. 
_ Following Marshall, we may classify those economies into two 
groups, external and internal. t 


EXTERNAL ECONOMIES are those which become available to 

all firms in an industry because of the growth of the industry as a 

"whole, or because of the growth of subsidiary industries. A typical 

example is the decrease in the cost of machineries as the number 

‘of firms using these machines increase in an industry. The more 

-*cotton mills there are in a country, the larger will be the scale on 
which textile machineries will be manufactured with resulting fall 

in their costs of production. All cotton mills will benefit as a 

‘consequence, They will be able to buy their machineries at lower 
prices. In a large industry it becomes profitable to issue trade 

journals and technical publications which benefit all firms in the 
industry. As an industry grows in size, certain processes may be 

split up, and can be performed by specialist firms with mutual 

benefit to all parties. The more cotton mills there are in a locality, 

the more profitable it is to set up repair workshops in that area. 

‘The mills secure expert advice and help in the matter of repair of 
machinery while the repairing firms gain from having a large 

‘number of customers. When a large number of firms concentrate 

im one area ié. where there is localisation, they secure the 
‘advantages through the availability and training of skilled labour, 

‘provision of better transport facilities, etc. It should be noted that 


what are external economies of one industry may be internal 
‘economies of another. For example, the lower cost of machines . 
available to the cotton textile industry is due to the internal be 


“economies of the machine- manufacturing firm. 


Other instances of external economies are provided by certain 
facilities which become available to firms as the process of indus- 
ttrialisation increases in magnitude. A network of railways covering 


T 


| 
| 
| 


. momies. 
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the length and breadth of the country, good roads and an efficient 
transport system, generation and distribution of electricity at low 
rates,—these and other facilities which go a long way to increase 
markets and lower costs,—become available or profitable only 
when the industrial development has reached a certain stage, if 
‘these developments have to be brought about by private enterprise. 
These are called “social overheads”, and also include a network 
of institutions for imparting technical training to large groups of 
people. 

INTERNAL ECONOMIES are those that arise within the firm 
itself as a result of the increase in its size. They are independent 


' of the general growth of the industry and are the result of the 


efficiency of management in any particular firm. These economies 
may be grouped under five heads, technical, managerial, marketing, 
financial and the distribution of risks. 


The technical economies are of many kinds. A large estab- 
lishment can use many expensive machines, each made specially 
for one particular purpose. t can afford to buy the best and 
up-to-date machinery, and make use of large machines worked by 
steam or electricity. It can thus secure all the economies regarding 
the use of machines. Small establishments can also use small 
machines but there is on many occasions a purely mechanical 

advantage in using large machines. A large 
Technical eco- furnace or a large boiler is more economical 
than a small one. Moreover, unit by unit, the 
«ost of operating large machines is cheaper than that of small ones. 
"The same number of operators may be required to operate a small 
‘or a large machine, and as a large machine yields a large output, 
the cost of operating it becomes less per unit of output. There is 
also an economy of materials. A large establishment can prevent 
‘waste by utilising some or all of its by-products. A large sugar 
factory, producing large quantities of molasses, can set up a plant 
for the manufacture of power alcohol from molasses. It will not 
be profitable for a small factory, producing only small quantity of 
molasses, to do so. Utilisation of by-products will enable the firm 
to sell the main product at a lower price. Lastly, division of labour 
can be carried on further in a large establishment than in a small . 
one. Each person can then be employed on a narrow range of : 


| 
N 
^ 
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work, which suits his special ability. There is, therefore, a great 


economy of skill. 


In a small business, the owner has to do a variety of jobs 
like planning his output, buying raw materials, selling the product, 
engaging and managing workers, etc. He may 
be equally efficient in all these types of work. 
But this is unlikely. As his business grows 
in size. he may himself specialise, leaving mainly minor work to 
subordinates. He will then be free to concentrate on the more 
difficult work of organization. In a large business, the work of 
management can be split up into a number of departments and 
be put in charge of specialists. In this way a good deal of 


Managerial eco- 
nomies, 


managerial economies may be secured when production is on a 


large scale. 


A large firm can also secure large marketing economies. 
As it has to purchase raw materials on a large scale, it may be 
able to buy at favourable rates. A large buyer 
is able to secure better rates than a small one. 
Its selling costs are also small. Tt can advertise 
effectively, though the cost of advertisement per unit is small. Tt 
can afford to engage the services of expert buyers or expert sellers. 
A large tea firm can employ an experienced tea-blender, skilled in 


Marketing eco- 
nomies, 


the selection and blending of tea. 


A large firm also enjoys a number of financial economies. 
Because of its size it is likely to be more widely 
known than a small firm, and also is in a 
position to secure loans from banks on better 
terms. It can issue shares and debentures and sell them among 
the public more easily than a comparatively unknown small firm 
can do. 


Financial econo- 
mies, 


A large firm is in a better position to spread its risks than 
a small one. It can afford to develop different markets, including — | 


markets in foreign countries. If demand in any one market 
slackens, it may increase in other markets. So this will enable it 


to reduce the risks of fluctuations in the demand for his product. 


v 


E, 


Similarly, a large bank with nation-wide branches may be able to 
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spread its risks by investing its funds in different industries and in 
z ; different localities. It will not find all its loans 
No etna frozen if there is depression in any particular 

industry or region. A large firm may also 
arrange to produce a variety of goods so that it may be able to 
balance the effects of a possible slump in one product against those 
of a boom in another. 


SMALL-SCALE PRODUCTION: So far we have studied the 
advantages of large-scale production. Though large units hold 
an important position in the industrial structure of a country, 
many small firms are also found to exist side by side of large — —- 
units, According to the First Report of the National Income | 
Committee of India, large enterprises produced only 12 p.c. of the 
total domestic output as against 61:3 p.c. produced by small enter- 
prises which were carried on mostly in households. In Great 
Britain, according to the Census of Production carried on in 1935, 
235-9 thousand firms out of a total of 257-4 firms employed less 
than 50 persons each. In other words, small firms formed a very 
large percentage of all firms in that country. 


LIMITS TO LARGE-SCALE PRODUCTION : How do we explain the 
continued existence of small firms in spite of the advantages of 
large-scale production ? How do we explain this paradox ? Partly 
this is due to the fact that there are limits to the gain from large- 
scale production. The fact is that in general the larger a firm 
grows, the gain to be secured. from further growth becomes usually 
less and less, and on the other hand, the greater become the difficul- 
ties consequent upon that growth. First, economies of division of 
labour and of large machinery will not continue indefinitely. After 
a certain stage is reached, further growth may not secure more 
technical economies. “A large furnace is more economical than a 
small furnace, but a point comes beyond which further growth is 
uneconomical.” Secondly, as the capacities of the entrepreneurs are 
limited, this offers a serious obstacle to the growth in the size of 
firms. Difficulties of management and supervision increase with 
every extension in the scale of business. Every time that a further 
division of labour is made, every time a new branch or a new 
department is opened, the task of co-ordinating separate depart- 
ments become more and more difficult. “The big firm is a series - 
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of wheel within wheels, an elaborate hierarchy, in which every 
Difficulties of co- decision requires the consulting of this man, the 
vds referring to that man, the permission of a third, 
the agreement of a fourth, so that decisions 

become endlessly delayed." There would come a stage when the 
machine would become too unwieldy to manage, when increasing 
difficulties of co-ordinating and supervising the work of thousands 
of individuals and branches would swallow up all economies of 
largescale production. Thirdly, in order to produce on a large 
scale, a firm would have to raise large sums of money. It may not 
be always possible to secure money for expansion at the right 
moment. A businessman who wants to increase the size of his 
business may not be able to finance it from his own resources. 
He may borrow from banks or other institu. 

M tions ; but it would mean that he would be 
1 burdened with fixed interest charges on loans and 

after a certain point he may feel reluctant to saddle himself with too 
large fixed interest charges. Moreover, the lender will insist that the 
borrower must provide adequate securities out of his assets and so 
the borrower's capacity to borrow will be limited by the amount of 
assets possessed by him. He may also turn his concern into a joint- 
stock company and raise money from the public. But then he would 
have to surrender his independence, and work in accordance with 
the wishes of the shareholders. This may have a cramping influence 
on his initiative and enterprise, as a result of which efficiency of 
the concern may suffer. Fourthly, demand for the product may 
be subject to considerable fluctuations, Hence a large firm may be 
at a disadvantage. The organization of such a firm is more 
elaborate and its equipment is highly specialised. Hence it will 


find it difficult to adapt itself to new and changed conditions of zd 


demand. Thus this fact sets a limit to the expansion of a business. 
Lastly, though a firm may secure some economies of production 
by expanding, it may not always be profitable to do so, for, there 
are certain “cost of growth"? which may 
Cost of growth, 
; marketing its enlarged output. Expenditure 
upon sales organization and upon marketing may increase so rapidly 


IT. Scitovsky. Welfare and Competition, pp. 193-200. 
2E. A. G. Robinson. The Structure of Competitive Industry, p. 120. 


impede expansion. The firm must spend for - 


| 
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that as the firm attempts to grow, further growth may become 
| unprofitable. The existence of imperfect markets and the inertia. 
of buyers set a limit to the growth of a business. 


certain advantages peculiar to small business units, which account 
to some extent for their survival. The indivi- 
Advantages of the- dual energy of the owners of small business 
small producer, units is a great asset. There are men who will 
work more efficiently for their own than for 
| others. They can supervise every section of the work. Workers 
are constantly under their eye, and hence there is no shirking of 
duty. The personality and drive of the small employer galvanise: 
| the employees also, and they often give their best to the beloved 
^ master. He can give greater attention to details than a large. 
producer. Another important advantage is that the problem of 
co-ordinating many separated departments, often pulling against 
one another, is definitely less in a small unit than in a large one. 
A small firm has to consult fewer people ; decision can be reached 
easily and quickly. When an industry requires frequent and 
"immediate decision, small firms often thrive. That is why small 
firms are predominant in those industries where changes in fashion 
are constant, and where conditions of production are changing. 
- Standardization is not possible in these industries. A small pro- 
. ducer has also an advantage in the production of artistic goods. 
‘He can devote much labour on each piece of work. His products 
have a superior finish. In all these industries, small producer has 
» uptill now held his own against the inroads of the large manufacturer, _ 


, ECONOMIES OF SMALL-SCALE PRODUCTION : There are also 
| 


—— 


Ca sci io 
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Lastly, it is not always the case that large units are every- 
where replacing small ones. Increasing use of electricity is 
opening up new opportunities for small, independent firms. “The 
aeroplane, the road lorry, the passenger bus are smaller technical 
units than the ship or the railway train. The jet engine is a smaller, 
| cheaper mechanism than the traditional type piston engine.” At 
least one American authority has expressed the opinion that modern 
technical factors are favouring small factories. Hence fortunately 
for us we do not always have to choose between efficient but socially 


3 John Tewkes, “The Size of the Factory," Economic Journal, June; 
1952, p. 247. 
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undesirable large units and the socially desirable small units of 
lower efficiency. It may well be possible to have much of the best 
of both these types of units. 


LOCALIZATION OF INDUSTRIES : Localization of industries 
means the concentration of particular industries in different parts 
of a country. When different firms manufacturing or selling the 
samé product are concentrated in particular areas, that industry 
is said to be localized in those places. For example, the Jute industry 
js located near Calcutta in India and at Dundee in Scotland ; the 
cotton textile indusry in India is more or less localized in Bombay 
and Ahmedabad. 


What are the factors which influence the location of different 

industries at different places in a country ? A manufacturer will 

try to establish his business at the most suitable 

E of locali- place where the expenses of production are 

‘ likely to be the lowest. He would, therefore, 

pay attention to several factors which make, first, for lower costs 

of manufacture at some places than at others, and secondly, for the 

minimum transport costs. These factors may be classified as 
natural, economic, and political. 


Of course, the most fundamental are the natural or physical 
causes : such as the character of the climate and soil or the existence 
of mines and quarries in the neighbourhood or 
within easy access by land and water. Metallic 
industries have generally sprung up either near 
-xnines or in places where fuel is cheap. If raw material and fuel 

supply are available in the same locality, localization is easily 
promoted. As for instance, iron and steel 
industries have grown up in Chota Nagpur and 
Bihar, because iron-mines and coal-mines are 
situated near each other. Physical and climatic conditions determine 
the distribution of raw materials and environment suited to a 

; particular industry. They also determine the 
42) Physical and existence of ports, rivers and seas, on which 
climatic conditions. depends the possibility of easy transport of 

commodities produced, and of raw materials 


4a) Physical 
„causes. 


(1) Nearness to 
xaw materials, 


required for the industry. The extent of localization depends 


"electric works or coal-mines are situated. 


"ian adequate supply 


ORGANIZATION OF PRODUCTION 65 


mecessarily upon the extent of the market ; and ports and navigable 
xivers broaden the area of the market. In England most of the 
important industries are localized near the port from which commo- 

dities are distributed throughout the world. 


(3) Nearness to Nearness to the sources of power is another . 


power. f i SUN D 
physieal cause leading to localization of indus- 


tries, In former times, factories were generally set up on the banks 
of swift-flowing rivers ; now-a-days they flock where the hydro. | 


3 Of economic causes, accessibility to the market is the most” 
important. This economic cause is, of course, closely related to the 
physical situation of ports and rivers. But not 
all industries are located near the ports or 
navigable rivers and seas. Industries. are 
attracted to the neighbourhood of big towns 
where they can find an easy market for their 
fares. Many industries often grow up near big railway junctions 
for the same reason of accessibility to a big market. Another 
economic cause contributing towards localization is the availability 
of an adequate supply of labour. Industries may spring up where 
there is an adequate supply of cheap labour. Growth of many 
industries in Calcutta may be explained by the availability of a 
large number of labourers in Calcutta and 
(2) Availability of suburbs. On account of many social, religious 
and political causes, many skilled labourers of | 
one type may have settled in one part of the 
country. Many industries have sprung up in that part to take 
advantage of that labour supply. 
Of political causes, patronage of the courts has the greatest 
1 LES influence in localizing industries. The Muslin 
(c) Political cause , $ a í 
—the patronage of indusry in Dacca and the silk industry in 
the court. Murshidabad sprang up due to the patronage 
of the Hindu and Muhammedan rulers of those places. 


; An industry may be localized in an area simply because a 

few firms have already been established at that particular place. 

"This often helps the localization of industry. Many firms 

may congregate in one neighbourhood, because the locality possesses 

a reputation for producing some highly finished goods. These 
5 ; 


(b) Economic 


(1). Accessibility to 
the market. 


; of labour, 


* 
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firms congregate there to take advantage of the same reputation 
which is enjoyed by other firms. As for 
pr em instance, cutleries of Sheffield or watches of 
Switzerland are reputed throughout the world, 
Hence it is quite natural that new firms will be started in 
places to take advantage of the trade-mark, ‘Sheffield make or 
‘Swiss make’. 
When once established in a locality, an industry remains 
there for a long time in order to reap the advantages of such 
localization. First, products of the industry, 
Advantage v gain some reputation, Products bearing the 
name of that place find good markets and 
reasonable price-offers as in the case of cutleries of Sheffield or 
watches of Switzerland, etc. Secondly, labourers of that industry 
acquire some hereditary skill. The mysteries of the trade are in 
the air, as it were, and children learn many of them unconsciously, 
Thirdly, localization creates a local market for skill. All men 
skilled in that trade flock to that locality, because they know that 
there is a constant demand for them in these firms. Hence there 
is a regular supply of skilled labourers and new firms are Ka. 
established in that locality in order to get the services of skilled — 
labour supply. Fourthly, subsidiary industries grow up in the ~ 
locality. They supply the localized industry with implements and 
materials, organize its traffic, utilize its by-products and in many . 
ways conduce to the economy of materials. Fifthly, localization 
promotes the use of specialized machinery which helps the perform- 
ance of a particular operation and offers great opportunities for 
inventions and improvements through healthy rivalry among the | 
competing firms. Sixthly a localized industry gets the advantages | 
of plentiful supply of capital and finance. Localization of an . 
industry often attracts banks and financing corporations which find — 
-in the locality a profitable field for investment. (at 


E 
; But that does not mean that it has no disadvantages. The 
first disadvantage is that one type of labour being required to work ` 
as for instance, in iron industries there being 
esi Dite rins ot demand for only adult male workers, other 
members of worker's families, especially women: 
and children, get no employment. Though wages of male workers 


VM 
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_ may be high, they may not be so high as to maintain their families - 
without any additional source of income. ‘Employers may also 
be faced with the difüculty of giving high wages to male workers, 
because high wages increase their cost of production. But his 

difficulty is not an insurmountable one. The remedy lies in the — 
growth of subsidiary industries, where women and children may ——— 
find employment. Secondly, localization may cause one part of — 

- the country to be dependent for necessary goods on other parts 

"or even one country on another. In the event of a depression © 
taking place in the localized industry, men will be thrown out of 

. employment ; and if the products of a particular localized industry ^ - 
cease to be produced for any reason, workers in that industry : 
will suffer. A solution lies in the establishment of a variety of 
industries. But this by itself does not provide a complete solution — 
of the problem of depression in any one industry. 


idc 


RATIONALIZATION 


P - Throughout the inter-war period, a conscious process of the 
reorganization of industry was going on in order to adjust the 
~ industrial organization to the changing facts of the present world. 
- This process is known as rationalization. Briefly, it means “putting 
CAT ete reason into industry.” and is understood’ to 
: n nius of ration- refer, in the words of the World Economic 
ej T Conference of 1927, to “the method of technique 
Of organization designed to secure the minimum of waste, 


| either of effort or of material.” It includes standardization of 


rd “material and products, simplication of varieties, waste reduction, 

- scientific management, the use of elaborate machinery in the place 

` of hand labour, as well as combination of different firms in the 

-— * industry with a view to ensure plant specialization, closing down of x 

uneconomic firms, reduction of overhead costs and economy in = 
selling, Rationalization, in short, is a scientific scheme of cost. 
reduction. “It represents the idea of enlightened leadership 
embracing an entire industry. in relation to other industries, and 
to the national economy."* It is a single organization of brain, 
brawn, and bullion. 


4 Rationalization of the German Industry, Page 7. 
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There are different methods of rationalization. There may 

be, for example, only a financial rationalization i.e., a reduction 
of over-capitalization of an industry. Or, 

Rationalization and there may be an integration of enterprise, both 
abd ig manage- of the vertical and the horizontal type. Or, 
it may mean the standardization of types, and 

the substitution of hand labour by machines. Rationalization is 
something more than what is called “scientific management” in 
the U.S.A. Scientific management connotes the best organization 
of one firm considered as one unit. It also includes a scheme of 
waste reduction. But scientific management looks more to the 
technical organization of the industry whereas in rationalization 
we lay more stress on the economic side of the business, the con- 
scious planning of the whole organization in relation to the industrial 
economy of the nation. Moreover, scientific management may not 
usually lead to combination, whereas some form of trustification is 
the usual feature of any scheme of rationalization, As MacGregor 


points out, “policy means leadership ; leadership means control ; | » 


to control anything well, it is necessary to control a large part 
of it."5 


Rationalization seeks to secure maximum efficiency of the 
whole organization with the minimum of effort. Cost of production 
will be lowered, prices will be reduced, and out- 
put will expand. Useless waste of raw materials 
and of power will be avoided, To consumers, 

it will mean lower prices ; to producers, expanding markets, brisk 
business, and higher profits. Large industrial units will be in a 
position to raise capital at lower rates of interest than the small 
concerns. Huge financial resources will make it possible for each 
‘industry to spend more on research and on modern plants and to 
employ better brains. To the community, the greater financial 
. security of the combine, and its larger volume of trade will mean 
less risk of failure, and comparative stability of production. Lastly, 
reduction in the selling price of most of the necessaries of life 
will bring about a higher standard of living for the working classes. 


Advantages of 
rationalization. 


5 MacGregor. Economic Journal, 1927. 
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_ The advocates of rationalization have to face several problems, 
or “obstacles” as Prof. Clay would call them. First of all, comes 


C DCN the price-policy of the rationalized industry. 
Difficulties of Despite the claim that rationalization means 


rationalization. i i 
lower prices, there is always the danger that 


the price may be regarded as an instrument of exacting monopoly 
profit by the entrepreneurs. Under competitive conditions, it is the 
joint influence of supply and demand that settles the price in the 


market, and individual firms generally accommodate themselves | 


and their output to this price. But such would 

(1) Monopoly not be the case under rationalization. Prices, 
prices may be « 

then, we are told, would be “a compromise 

between the interests of the consumers, those 

of the shareholders, the provision of reserves and contingencies”.® 

But leaders may pursue an anti-social policy, and raise prices. No 

remedy but publie administration then remains to solve the tangle. 


Next comes the problem of leadership. Leaders of this 


guanon may prove themselves equal to the task. But what 


about the next generation? Are rationalized 
@) How to find industries going to find suitable leaders to 
make them successful? The social situation 


The supply of captains of industry is going to be a serious problem 


for rationalized industries. 


Another serious charge against rationalization is that it 
increases unemployment. The main motive of rationalization is 
to get more output per worker. Changes 


3) Rationaliza- D : A rre i 
Su ial unem- associated with rationalization result in an 
ployment. economy in the use of labour. It is urged 


that in the U.S.A. between 1899 to 1913—a period of rapid 
technical adyance—productivity per worker in manufacturing 
industries increased only by 16°3 per cent; whereas in 6 years 
from 1921 to 1927, it rose by 40 per cent. Hence it is concluded 


€ Ibid. 


died by the emergence of giant organizations and trusts is ' 
leaving no chance for young people to start a career of sturdy 
“independence in the business world. The best talents are forced to 
- find themselves as so many hands or screws in a huge organization. 
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that technical progress in connection with rationalization may 
increase unemployment. l 


But all types of rationalization do not involve unemployment. - 
For example, mere financial rationalization will not lead to 
1 unemployment. But integration of industries 
a cip Sad and standardization of products may result in 
lead to unemploy- unemployment, So also if rationalization is 
vss carried out during a period of falling prices, 
unemployment may ensue because during periods of falling prices, 
the level of wages does not fall as much as it should. And business — 
men, in their search for economy, will try to throw some labour — 
out of employment. But-this does not lead to the conclusion that 
&ationalization will always result in unemployment. Inventions and . 
improvements do not'destroy total purchasing power in the come 
a nity ; they merely change the direction of the purchasing power, — 
A decréase in the demand for certain groups of commodities wil 
be followed, by an increase in demand for all others. Moreover, —— 
rationalization mày result in a fall in the prices of commodities - MS. 
and consumers will then obtain the same amount of commodity 
- y spending less. Hence they will have extra sums of money to - 
o „dispose of. If they simply hoard these additional sums, instead 
— of spending or investing in business, unemployment may ensue, 
_ But it must be pointed out that rationalization, by increasing the 


] — profits of industries, opens up fields for fresh investment, and so 


na 
= 


there is every likelihood that consumers would invest their surplus 

- — money in profitable businesses. If this happens, there need not be 
BELLI unemployment. Moreover, in the long run, as a result of 
Xe lower prices, and higher standard of living, the volume of unemploy- 
‘ment will diminish, But the period may be a very long one, while 
= there will be temporary unemployment. And in the transition 
vm * d period, the immobility of erm mE M 
"i mm — not only considerable losses to individua TN 
* than vil bem also sabo delay. Excepting these 
| temporary mal-adjustments, rationalization or 
technological] progress will not result in increased unemployment. 


44 satay. “Rationalisation and technological unemployment". Economic 
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CHAPTER VI 
MONOPOLY AND COMBINATIONS 


This is the age of giant businesses. Large-scale production is. 
spreading and firms are growing in size, both through internal 
expansion and through combination with other firms. As the size 
of firms" is increasing, one or a few of them often succeed in. 
securing control over the market for their products in such a way 
that they have virtually monopolistic sway over the sale of the 
odity. Tt is necessary, therefore, to examine various aspects. 
monopolistic organizations. 


fofiopoly means the sole power to deal in any commodity. 
But suth absolute control over the supply of a commodity is 
extremely rare. In the first place, there are always some substitutes. 
for the product, close or distant. Hence all sellers have to face: 
some sort of competition in the market. The Calcutta Electric 
Supply Corporation has been granted a monopoly in the supply 
of electricity in the city of Calcutta. To this extent it may seem: 
that the Company has full control over the sale of electricity in 
Calcutta. and may thus be said to satisfy our definition of monopoly. 
But electricity has substitutes in gas and kerosene for lighting: 
purposes, and in coal for cooking and industrial purposes. Hence 
the Company has to face some competition and cannot, therefore, 
be said to exercise absolute control in the market. Most monopolies 
are of this type. They have got some control over the sources of 
supply or production of a commodity in such a way as to influence. 
its price within certain limits. Some of them may possess a great 
degree of monopolistic power than others. The De Beers Company 
of South Africa virtually controls all diamond mines and may, 
therefore, be said to conform to the standard of absolute monopoly. 


FOUNDATIONS OF MONOPOLY power: Under perfect com- 
petition, there is a large number of sellers in any industry, each: 

. of whom sells a very small part of the total output. Entry into 
that industry is perfectly free and comparatively easy. If the rate 
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of profit to be earned in that industry rises above the average rate: 

to be earned in similar other industries, more producers will flock. 

to that industry. So no producer can exercise substantial controli 

over the supply of a commodity and can push up its price by ——— 

restricting his output. But a monopolist can influence price by de 

curtailing his output. He can go on doing this successfully provided’ 

that entry into the industry is rendered difficult for other business- 

men. So we must enquire into the causes which tend to restrict 
entry into an industry. There are four such causes. First, entry - 

into an industry may be restricted by law so that none but the —.— 

favoured producer is allowed to operate in that line. These are: 
known as legal monopolies, Patents for inven- 

T a T tions and copy-rights for books are the best: 

ern examples of such monopolies. The state grants- 

to inventors the sole right to utilize their inventions mainly with a 

view to encourage such inventions. 'The state also reserves for 

itself the sole power to deal in a certain commodity or service. For- 

; example, the government has the monopoly of postal services. "The: 

^ = state also grants monopoly rights in certain industries that involve: 
the right of eminent domain. These are known as public utility 

monopolies. If two gas or electricity companies are allowed' 

‘to serve the same locality, there will be useless duplication of gas 

r electric lines in the same street. Tf the right of installing: 
‘telephones is granted to two companies, the clientele of one company 

Ju will not have the advantage of having telephone connections with: 
the clientele of the other company. Hence the state grants monopoly 

- in such industries to one concern only for overwhelming reasons: 

ay “of public convenience. 


v4 


Secondly, a monopolist may have acquired control over the: 
sources of important raw materials. Such is: 
Control over sources usually the case with De Beers Company in 
of raw materials. the diamond market. Thirdly, entry into am — " 
industry may be difficult, because a firm must — 
invest on a large scale if it is to produce and sell on the most 
profitable basis. Production on a small scale is not so efficient im 
these industries. A capitalist may hesitate to invest such a large 
amount of capital in a highly specialized form in view of the fact u 
thet older firms with huge financial resources may pursue a rate — 
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-cutting policy. Such is usually the case with the iron and steel 
industry, or say, with the Coats monopoly in 
Large investment in the sewing-cotton trade. For this reason, 
ed capital. j i 
( existing firms in that industry enjoy some monos 
jpolistic power, unrestrained by the fear of new competitors. Lastly, 
‘entry into an industry may be rendered difficult by the existence of 
goodwill possessed by established firms. By 
vu. Hou of constant advertising and other methods existing 
firms in an industry may have succeeded in 
securing control over the minds and habits of their customers to 
such. an extent that new firms will find it extremely difficult to 
induce these customers to buy their products. Buyers may be so 
"much convinced of the superiority of (say) Pears Soaps that they 
may refuse to purchase any other brand. It will then be necessary | 
‘to spend large sums of money over a long period of time to over- 
- come this prejudice of the buyers. Hence new firms may hesitate 
‘to enter that industry. 


VARIOUS PHASES OF COMBINATIONS: A firm may grow in 

‘size either by combining with other firms, or by increasing its 

* own plant. The first method results in the formation of a large 

‘variety of organizations. These are known as agreements, pools, 

-cartels and trusts respectively. Each class of combination is 
further sub-divided into smaller sub-classes. 


A simple kind of combination is a sort of more or less loose ~ 
‘organization for the purpose of limiting competition among pro- ~ 
ducers. It may be a purely informal under- 
| Pools. standing between sellers as to prices to be 
i charged by each. For example, the price of 
petrol in India is fixed by an informal agreement between two big 
‘competing concerns, viz., the Burma Oil Co., and the Standard 
_ ‘Oil Co. There may also be associations for regulating prices as in . 
_ ‘the Shipping Conference of the British shipping concerns which . 
regulate the rates of freight between different ports. Or. there may — 
‘be an agreement for regulating output. The Indian Jute Mills 
Association is such an organization. It has often arranged that 
only a certain proportion of the plants of member firms shall be j 
ki: "worked in order to control output and to maintain or increase YN 
3 prices. Lastly, there may be pools which are associations worked 


Ease : | 
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i < on the principle that each member shall make over a fixed sum D 
7 © © ger unit of output to a common fund, from which a division is to ^ 
[l "be made according to a pre-arranged plan. In all these forms of. 


T ‘combinations, the agreements are generally for a fixed period and — .. 
| l the internal organisation of each firm is left untouched. 
c Another form, akin to the pool is the cartel, which is the 
‘usual form in Germany. It means a still further advance upon the. 
pool. Competing producers establish a company — 
Cartels in which they hold shares. It is organized : 
under the name of a selling bureau. It fixes N 


| ‘price as well as output. This bureau fixes the quota of output for 
| each firm and selling prices, and generally manages the entire — 
‘business of selling, taking all orders, etc. In our own country this . 
plan is being gradually adopted. The Cement Marketing Board 
-of India and the Indian Sugar Syndicate are examples of this type. 


Another form of combination is the big frust. Originally 
it meant a special kind of combination. Controlling shareholders 
of various companies made over their shares 


i 

1 

I = 

! Trusts. to a board of trustees who held as trustees 
i for the former. In this way, trustees secured 
Ex: „control over the combining firms, and managed them as one con- 


‘cern. Now-a-days, however, any big combination formed by the 
fusion of a number of firms is called a "trust". 
Besides these, a different form is *the holding company". When 
formation of trusts was declared illegal 3n 
Holding Company. America, the ingenuity of lawyers evolved this 
j type of combination. Instead of a board of 
E trustees, a separate corporation is organized to own the controlling 
shares of the various firms. The holding company controls the 
‚policy of all subsidiary concerns. 
PRES Lastly, there is the merger, or complete consolidation. Different 
concerns dissolve themselves and form a single 
- Merger. company which owns the property of all. 
Unlike the pool and cartel combining firms 
| ‘Jose their individual, independent existence. 
i INTERNATIONAL CARTELS: In recent years, the combination 
«movement has become international in its scope. In general these — | 


— 
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agreements allot the home market to each national group, and: 
make sales allotment or establish prices in third countries. Often. 
agreements are entered into, dividing the territory, or prices to be- 
charged in different markets, In the copper industry, there is an 
international syndicate which controls 90 per cent of the copper: 
production of the world. The central office, the Copper Export 
Trading Company, is in Brussels. Other industries such as steel: 
rails, cement, etc., are organized in cartels. 


RELATIVE MERITS OF CARTELS AND TRUSTS: Trusts are a closer- 
form of combination than cartels. While in a cartel, different. 
firms retain their separate existence, combining for particular 
purposes including marketing, a trust is formed by the consoli- 
dation of a number of firms, which no longer retain their separate 
existence, There are many reasons why a particular combination» 
has taken the form of a cartel, while another is formed as a trust. 
The reasons are partly personal, partly legal and to some extent- 
economic, Individuals responsible for the formation of combi- 
nations may have personal preference or dislike for particular 
forms of organization ; or laws of the country might allow them 
to form only a particular type of combination. In addition to. 
these, relative advantages of these two forms of organization are 
also an important factor in determining whether organisers will... 
choose one form in preference to the other. 


In industries where large-scale production yields substantial ~ 
economies, the trust is likely to prove a better organization than: 
the cartel. In a cartel no firm is shut down, each retains its separate- | 
organization, and possibly none is enabled to expand its size. No: 
firm, or the cartel as a whole, will secure the economies of large- 
scale production. In a trust, the inefficient or small plants may 
be shut down, and the more efficient plants may be expanded in. - 
size. The efficiency of the whole unit will increase and it may 
Secure economies of scale. Secondly, a trust is likely to prove a ~ 
more stable organization than a cartel. A cartel consists of many: 
firms, whose interests may have driven them at one time to combine. _ 
But as soon as these conditions change, their interests may differ, 
leading them to advocate different and often opposite policies. This. 
may lead to the break-up of the cartel agreement. But if different 
Ss uon are consolidated in a trust, there will be a common policy i in. 
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-all firms and unity of control. Thirdly, a trust may be in a more gi 
favourable position to raise capital in the market than a cartel . Es 
A trust is a large-scale organisation and is likely to be better known 
in the market than the individual firm (each of a smaller size): 
joined together in a cartel. 


But the trust form of combination also gives rise to some t 
-difficulties, which may be absent in a cartel. In the first place, | p 
‘a cartel may include all important firms in an industry, and so may — ~ 
he in a better position to enjoy monopoly profits than a trust, which eun 
seldom covers the whole industry. Secondly, the fact that different. An 
firms retain their separate existence in a cartel may prove to be a Y 
-source of strength. The whole organization thus retains a measure . 
-f elasticity, putting it in a better position to meet changing 
situations than the trust. The organization of a trust may prove 
to be unwieldy in comparison and it may lack elasticity. In 
addition, a trust is likely to prove more expensive to form than 
a cartel, When a trust is being formed, promoters may have to 
pay excessively large sums of money for buying out possible 
competitors ; or they may have to buy old, obsolete plants in order 
to secure a merger of rival firms. These plants have to be closed 
own, but the trust has to go on paying interest on the purchase 


price. Thus trusts have often to bear a heavy financial burden. 
Expenses of forming a cartel are not likely to be so high as there 


is no necessity to buy out a rival plant, if only to shut it down. 
Lastly, desire for more and more power may drive a businessman 
to form a big. trust whose size may become larger than the optimum 
for the industry. In that case, diseconomies of large-scale manage- 
;ment will begin to appear. 


Each of these two forms of combination has important 
‘advantages as well as difficulties, and the formation of either is 
determined by these and many other considerations. 


Process OF GROWTH : Many monopolies have been formed 
‘by the combination of several firms into one organization, Such 
‘a combination may take one of the two forms. A firm may 
‘combine with others producing the same commodity ; or it may 
‘combine with firms producing its raw materials or selling its — 
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products, These processes of growth are known as horizontal 
combination and vertical combination (or integration). 


A vertical combination is one in which some or all stages of 
production beginning from raw materials and ending in the pre- 
paration of finished products are combined. As 
Mol combina- a result of division of labour, different steps. 
d in the process of production are generally 
. carried out by different firms. In the iron industry, for example; 
iron ores are mined by one company, coal is mined by another, 
pig iron is made by a third, steel by a fourth, while pig iron and 
steel are manufactured into finished articles by other firms. When 
some of the successive steps are unified under one management, 
we have a case of vertical combination. The Tata Iron and 
Steel Company is an example of such a combination. It owns iron: 
ores and some other minerals, operates coal-mines and produces 
both pig iron and steel. The motive to such a combination is the 
reduction of certain expenses relating to management and the: 
elimination of profit obtained by separate firms at each of the 
successive stages of production. Costs of marketing and advertise- 
ment are reduced ; a regular supply of raw materials is ensured ; 
and the chance of over-production at any stage of production is 
greatly reduced. This is also called “integration of industries”. 


Horizontal combination is an amalgamation or association of 

a number of enterprises, selling the same commodity, under one: 

management. An integration is a combination . 

Sa combi- ^ of coa] mining, iron mining, pig iron making - 

and steel making. Horizontal combination is 

the association of two or more steel companies, or of two or more. 

coal mines under one control The motive to such a combination. 

is partly to secure economy of management ; and partly to put 

an end to cut-throat competition and thus to enjoy monopolistic 
profits. A combination may attain very gigantic proportions so . 

as to be international in scope. The Standard Oil Company is am — — 

example of such an organization of international importance, 


The main advantages of vertical combination are, first, that p 
pit enables a firm to guard against the possibility of a failure of | 
K supplies of essential raw materials. An iron and steel firm may: 


r 
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| not like the fact that its supplies of coal may be cut off due to trade- 
rivalries. So it may try to secure control over some coal mines- 
so as to be in a position to get regular supplies of coal. Or, it 
may itself start marketing organization in order to push the sale 
of its products in the market. Secondly, the bringing together of 
several processes of production under unified control sometimes: 
yield a number of technical economies. For example, when several — 
processes are performed in close proximity, unnecessary handling: 
and transport costs are thereby avoided. In some other case, 
economies of fuel may be obtained by combining the processes of 
production at one place. This is particularly noticeable in the iron: 
and steel industry. The technique of production in that industry 

is such that considerable fuel economies are obtained when blast 
furnaces, steel furnaces and rolling mills are all closely united in 
one place. 


= The advantages of horizontal combination are that it enables the 
i ‘combining firm to protect itself against the dangers of price-cutting: 
by rivals. As horizontal combination proceeds, it gives rise to. 
f monopoly, and so enables a firm to secure monopoly profits. 


The tendency towards horizontal combinations is usually more: 
"prominent than that towards vertical combination. When a firm: 
| enters into combination with another producing a different commo- 
dity as in a vertical combination, it will have to take up quite a: . 
different line of business ; whereas if it combined with another 
firm producing the same commodity, it will still confine itself to. 
the familiar line of business. So it is more natural for firms to- 


combine horizontally than vertically. 


Some writers have also mentioned two other forms of 
integration, eg., lateral and territorial integration. Lateral 
integration takes place when a firm starts producing another. 
product or service which is laterally connected with its main output. 
When the South-Eastern Railway runs its own hotels at Puri and 
Ranchi, or when a railway undertakes to run refreshment rooms 
instead of handing them over to contractors it is a case of lateral — — 
integration. A railway need not undertake the provision of such — | 
ancillary services beneficial to its passengers. Tt may do so for T 
variety of reasons. Territorial integration takes place when firms- 
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»open branches in other areas or countries, or combine with similar 
firms in those places. 

MOTIVES FOR COMBINATION: Why do firms combine with one 

„another ? There are various motives which lead to the combination 
.of firms. The most important is the desire to secure monopoly 
profits. The different competing firms may combine, and secure 
monopolistic control over the production or supply of a commodity. 
Such a combination may then exploit the market by charging higher 
prices. y 

In so far as this happens the monopoly motive is clearly 
‘anti-social. To make higher prices effective) the monopolistic 
-combination has to restrict output below the competitive level. It 
‘earns more by producing and selling less, and everybody except ; 
‘the monopolists is poorer thereby. But the desire to form a monopoly 

may not always be due to profiteering motives. The desire to 
combine and so to eliminate competition may arise on account of 
the necessity to avoid the wastes of competition. When there are 
l two or three firms in a particular line of business, each may have to 
-spend large sums of money in competitive advertisement and in 
-sales organization in order to retain its own share of the market, 
‘The removal of competition in advertisement through a combination |.— 
may, on occasion, make positive genuine economies. It may also ae 
“arise on account of the necessity to avoid the excessive risks of | 
competition. The existence of excessive competition may lead to 
large fluctuations in prices and output, especially if firms have heavy ~ 
verhead costs. When a few of the competing firms are weak both L: 
fin financial resources or in organising efficiency, they may mot 
"be able to survive in the long run. But in course of their short 
' lives they produce and sell at whatever prices they can get, thereby 
| disorganising the market. To protect themselves against these ^ 
` types of risks, firms may be induced to combine. Such combinations 
-may bring some gain to society by securing a reduction in risks. 


A second motive may be the desire to secure economies of 
production. This is likely to be prominent in industries where 
-the average size of optimum firms is usually very large. Firms 
may and do combine to secure the economies of large-scale produc- 
-tion. Two competing railway systems, serving the same area, 
are clearly wasteful, and the only natural method is to combine 
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them into a single organization. It is the price we have to pay to 
secure the full benefits of efficient size. ' 

Thirdly, combinations have also been formed by dynamic 
entrepreneurs from the desire to secure more power instead of 
more profits. The profiteering motive has not always provided the 


“main drive for combinations. Ambitious men have felt an urge 


for gaining control over a large business, not because it yields 
large profits, but because it satisfies their deepseated desire for 
founding an industrial dynasty. The same motive which impelled 
the kings of ancient India to start their digvijay campaign also 
governs the actions of some industrial magnates to found an 
economic empire. 

Combinations have also been formed through other motives 
in addition to the three principal ones already discussed, Thus they 
have sometimes been fostered by promoters who wanted to pocket 
the extra financial gains through the sale of shares at inflated 
prices. At the time of the merger, the public may be led into the 
belief through efficient propaganda, that the proposed combination 
would yield very large profits. They may then be prepared to pay 
very high prices for the shares of the proposed combination, much 
higher than their real worth,—and in this way promoters may hope 
to pocket some extra financial gains by unloading shares of the 
combination on the market at the time of its formation. 

_ Are all these motives anti-social? We have already discussed 


the implications of the monopoly motive from this standpoint. 
- In so far as combinations have been fostered solely through the 
“economy motive, they are a gain to society. Combinations formed 
> purely in the interests of the promoters for securing financial gains 
through the sale of shares are clearly anti-social. But this motive 


has usually worked in combination with other motives. Combi- 
nations formed to satisfy the power motive may not always be 
anti-social, But such power is likely to be abused, and may lead 
straight to profiteering. 
EcowoMIES OF MONOPOLY: The advantages of monopoly 
‘as against perfect competition depend to a large extent on the form 
in which monopoly is organized. If monopoly 
Marketing eco- is of the pool or the cartel type, there is no 
nomies, SEDE 
reason to suppose that individual firms in the 


combination will be more efficient than competing concerns. But if 


6 
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monopoly is of the complete merger type, it may possess a number 
of advantages as against firms selling in perfect competition. It 
may be pointed out that standardization, specialization and thorough | 
organization may enable a multitude of business units of moderate 
size to attain nearly every important efficiency and economy that 
is obtained by trusts. Chief economies of production that onl 
monopolies may secure are three or four in number. A monopoly 
can specialize different plants on a narrow 
n M mk aod range of work, or take steps to supply each 
market from the nearest plant, thus avoiding 
the expenses of unnecessary transport of goods. Under competitive 
conditions a textile mill of Ahmedabad may send its products to 
Bombay. while a Bombay mill may sell its goods at Ahmedabad, 
If different mills combine, they may take steps to supply the Bombay 
market from the mills at Bombay, thereby saving the expenses of 
transport. Secondly, monopoly secures another advantage. It will 
be able to pool all knowledge and patents, and to make available to 
each firm the experience and trade secrets of others. Thus technical 
knowledge and patents available to each firm may be greater under 
monopoly than under competition. Thirdly, the existence of 
large number of firms, each actively competing with others, increases 
the degree of risk and uncertainty which ^. 
ree irt me confront each firm. It is not always a difficult | d 
yy ' task to forecast the probable demand for jt 
goods for a year. But it is Pi Ga impossible to foretell 


to capture. The larger the number of firms, the greater the un- n: 
certainty, and the more difficult will be the task of management, 
A monopolist has not to face such uncertainties. So the task of 
management may be easier under monopoly than under competiti n. 
A monopolist secures another advantage. When there are 
many competing firms, each has to spend large sums of mone 
in competitive advertising. But a large portion 

No waste of com- of such expenditure on advertising and selling 
Puis sare: organization will be unnecessary under mono- 
poly. Lastly, it has been claimed fhat trusts 

mitigate fluctuations of industry and make for business stability. 
They can devote funds to constructive work instead of wasting 
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them in destructive competition. They promote steadiness of output 
and prices, because it is to their interest in view of their giant 
sizes. Taussig believed that there was a possibility of such a stabi- 
lity. But on the other hand fluctuations might be increased by 
patched-up combinations, attempts to raise profits, over-capitalization 
^ and speculation, The writer of a recent study on monopolies has 
“come to the conclusion! that “the evidence that they (Ze. trusts) 
$ contribute to the stability of industrial output remains very* 
| sish” 
; DISADVANTAGES : The main disadvantage of a monopoly is 
that it results in a mal-distribution of productive resources, Under 
competitive conditions, production of every commodity will þe 
carried to the point at which the value of net product of additional 
resources will be equal to the price of the commodity. A monopolist 
will produce it upto the point at which marginal cost is equal to 
marginal revenue, and the latter is less than the price of the 
commodity. Hence in almost every case, output under monopoly 
will be less than the socially desirable output (Ze. that which 
- prevails under perfect competition). There is a second disadvan- 
tage. The price that a monopolist charges for his product is 
sually higher than the competitive price though there may be 
some exception. As a result, some transfer of purchasing power 
takes place from the buyers of these goods to the monopolists,— 
transfer in most cases from poorer group to rich entrepreneurs, 
hi is likely to increase the prevailing inequality of incomes,— 
-& most undesirable feature. Moreover, by virtue of his strategic 
"position, a monopolist possesses the power to exploit labour and 
| ^ other factors of production, and pay lower rates of remuneration 
than they would have obtained under competitive conditions. 


Combinations often corrupt the body politic by utilising 
them to serve their own ends. Having vast 
© Political corruption. resources at their command, they often bribe 
the legislators and judges for passing laws and 

deciding cases in their favour. 
Speculation and over-capitalization are the special disadvan- 
tages of industrial combinations. Watering of capital is frequent, 
thus encouraging speculative elements. Trusts may sometimes 


1 Monopoly, E, A. G. Robinson, p. 166. 
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assume so gigantic size. that the problem of management becomes 
increasingly dificult and with the death of 
Speculation and some able managers in the combination, the 
over-capitalization. ; : 
business may fail for want of capable managers.” 
CoNTROL OF MONOPOLY: We have seen that under monopoly 
output may usually be less than the competitive output and price 
higher than the competitive price. The community would gain if 
the state intervened and took steps to remove the disadvantages of 
monopoly. These measures may be divided into four important 
groups :—(a) suppression of unfair practices, (b) taxes and 
bounties to control the output of different industries, (c) control 
of monopoly prices, and (d) anti-combination laws. 


(a) Suppression of unfair practices. This method aims at 
prohibiting the exercise of unfair practices which many concerns 
usually adopt for driving out competitors. 
Suppression of un- The most important of such practices is that 
fair competition. i x 
of price-cutting. In our country, for example, 
big steamship companies often resorted to destructive rate-cutting 
in order to drive out new competitors. After new competitors 
were driven out, price was again raised to a high level. The state 
may prohibit such practices by laying down that once prices are 
reduced, they could not be raised again. But the main defects 
will be that this would also prevent concerns from exercising the 
. perfectly legitimate method of experimental reduction in price with 
a view to developing new clientele, and would, moreover, fail to 
ensure perfect competition. It is, moreover, not easy to define an 
unfair practice. 


(b) Taxes and bounties : Theoretically this is a good device 
for removing disadvantages of monopoly. The state may levy any 
amount of taxes on the factors of production in order to prevent 
their entry into an over-developed industry, and by giving adequate 
subsidies may encourage the entry of factors into an undeveloped 
or monopolised industry. The state should apply this method in 
such a way that marginal net products of the factors are equal 
in all industries, Similarly. the state may ensure that there will be 
firms of optimum size in an industry by levying taxes on those firms 


2 For Monopoy prices, see Chapter 18, 
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which are of more than optimum size, and by giving subsidies to 
those firms which are of less than optimum size. But the main 
difficulty is that it is not possible for the state to determine either 
the marginal net products of the factors of production, or the 
optimum size of the firms. 


(c) Control of prices. The state may try to ensure that the 
; price charged by a monopolist will be equal 
Fixing of maximum to competitive price. This can be done by 
o ce °F either of these two methods : (i) The state may 
fix the maximum rate of profit that can be 
distributed on the capital of a concern, and lay down that if actual 
profits earned are higher, prices must be lowered. But the main 
difficulty is that it is not easy to determine the actual amount of 
capital invested in a concern, (the capital stock may, for example, 
- be watered) or the competitive or reasonable price. Moreover, this 
-" might discourage efficient management. (ii) The state may fix 
‘maximum commodity prices, and maximum factor prices. But 
_ there are great practical difficulties in connection with this method. 
_ Theoretically, a different maximum price would have to be fixed 
~~ for every different type or quality of the monopolized commodity ; 
— and all these prices would have to be constantly revised as technical 

—— methods of production and the taste of the consumers change. 


a (d) Anti-combination laws. In view of the defects of other 
» methods of control, governments have been forced in some countries 
to take the ultimate step of breaking up monopolies. The formation 
- of combinations is definitely prohibited by laws. The U.S.A. 
- passed the Sherman Anti-Trust Law and the Clayton Act for the 
- purpose of preventing the formation of combinations. Here again 
difficulties arise. The wits of lawyers have devised steps to get 
round the provisions of the law. When one particular form of 
- monopolies is banned, organisers may devise another type of 
combination in order to avoid the provisions of the law. This 
actually happened in the U.S.A. Moreover, even if these measures 
succeed in preventing the formation of monopolies, they will not 
necessarily ensure perfect competition. There is no guarantee that 
these will bring into existence a large number of independent firms, 
each of the optimum size ; or they will curb the imperfections of 
the market for the sale of the product. 4 


CHAPTER VI 
THEORY OF PRODUCTION 


We have formed some idea of the attributes of the various 
factors of production and of the principal types of business 
organisations. We shall now proceed to discuss how these factors 
are combined to produce a given output. In the production process, 
certain factors, raw materials and the services of labour and 
capital are utilised in various proportions to produce a given 
output. The raw materials, services of labour and capital and of 
other factors which are used up in the processes of production are 
called inputs, and the products that come out of the processes of 
production are called outputs. In the vast majority of cases, it is 
possible to combine the various inputs in different proportions. 


For example, we can produce a given quantity of food-grains by 


cultivating a plot of land more intensively with the application of 
more water, more manure and more labour. Or we can cultivate 
more land with the same or slightly larger quantities of capital and 
labour. There will, however, be products which can be produced 
by a fixed combination of certain factors of production. This may 
be true of the production of certain chemicals. But in general, it 
is possible to vary the combinations of factors of production in 
order to turn out a given amount of output. So within certain 
limits one can subsititute one factor for certain other factors, 
One can substitute more labour and capital for land in order to 
raise a given amount of food-grains. 


Given the possibility of variations in the combinations of 
inputs to produce a given output, we can draw up a graph showing 
the various combinations of factors which will produce a given 
output. Let us draw up a table showing the various combinations of 
labour and capital that will produce, say, 100 units of a commodity, 


TABLE I 
l unit of capital plus 20 units of labour 
2 units * nani" ” 
3 units » "moull eee » 
4 units —, LN » 
5 unis — , DT Eie: » : 
ORME. € 00e Ea ONO S » 
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This table illustrates the fact that a combination of 1 unit 
of capital and 20 units of labour, or another of 2 units of 
capital plus 15 units of labour or any other combination in the 
table will produce 100 units of a commodity. In other words, as 
we proceed from the Ist combination to the second, 1 unit of 
capital can be substituted for 5 units of labour without affecting the 
total output. The rate at which one unit of a factor can be 
substituted for another factor without affecting the output is known 
as the marginal rate of factor substitution, As we proceed from 
the second combination to the third, the marginal rate of factor 
. substitution becomes 1 : 4 (i.e., one more unit of capital will be a 
substitute for only 4 units of labour). Further, as we proceed to 
the fourth combination, the marginal rate of factor substitution 
becomes equal to 1 : 3. So we find that the marginal rate of factor 
substitution tends to diminish as more of one factor is used in 
substitution of the other factor. This is known as the principle of 
diminishing marginal rate of factor substitution. The principle 
states that the greater the extent to which one factor is to be 
substituted for the second, the lower will be the marginal rate of 
substitution. The more of capital is to be substituted for labour, 
less labour can be substituted by capital. As the quantity of one 
factor is to be increased relative to that of the other, the number 
of units of the second factor necessary to replace a unit of the 
first factor declines. The rate at which the marginal rate of factor 


- substitution will decline depends on the possibilities of substitution 


‘of one factor for the other. If the two factors are perfect substitutes, 
úe., if all units of the first factor can be substituted equally well for 
those of the second factor to produce a given output, the marginal 
rate of factor substitution will not decline at all. Tf, on the other 
hand, the two factors are not substitutable at all, i.e. no unit of the 
first can be substituted for that of the second to produce a given 
commodity, the marginal rate of factor substitution is nil. This 
is the case of fixed co-efficients of production. Both these extremes 
are exceptional ; the normal case being that one factor is substitu- 
table for the other within certain limits, and as the limits 
are approached in course of substitution, difficulties of substitution 
increase with the result that the marginal rate of factor substitution 
declines. For example. in the earlier stages in the processes of 
production of a commodity, capital can be substituted comparatively 
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easily for labour upto a certain stage. But as more and more 
capital and less labour are used, the difüculties of substituting. 
capital for labour tends to increase. So the same unit of capital 
can be substituted for increasingly smaller units of labour. 


The data in Table I can be plotted on a diagram as in fig. 2; 
Units of one factor are measured along the vertical axis and those: 
of the second along the horizontal axis. The line connecting 
the points is known as an isoquant. It shows the various com- 
binations of two factors that will produce the same amount of 
output. The slope of this curve QP measures the marginal rate 
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of factor substitution at that point. Thus at the point r, Or 
units of capital can be substituted for rr units of labour, whereas 
at the point s, Os units of capital can be substituted for ss units 
of labour. The isoquant will be convex to the origin O, because 
the marginal rate of substitution of one factor for the other wilt 
decline with the increasing use of the first factor. p 


Optimum Factor Combination x 
Given. the possibility of variations in the use of two - 
(or more) factors, how will a frm combine the two factors ? 
We know that we have to find out the costs of the two factors, 
The firm will naturally seck to use that combination of the two | 
factors as will enable it to produce the given output at the lowest. 
cost. Once we know the marginal rates of factor substitution and. 
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the costs of using the factors, it is possible to determine the optimum. 
factor combination i.e., that combination of the two factor that 


will enable a firm to produce at the lowest cost. The optimum 


factor combination can be found out graphically. Let us draw up. 
. a number of lines showing the different amounts of any one 


factor or two factors that can be purchased with a given outlay of 


money. Let us take a point on the vertical axis in such a manner 
that if the total amount is spent on capital so many units of 
capital may be hired, and then take another point on the horizontal 
axis showing the amounts of labour (or the second factor) that 
can be hired with the total amount of outlay. The amounts of the 
different factor that can be hired will of course depend on the: 
prices at which the two factors can be hired, If we join these two 
points, we get a line, which is known as an zsocost (equal cost) 
line. The isocost line is a straight line because we assume that 
whatever the quantities hired, the prices of the factors remain the 
same. In Fig. 3, three isocost lines have been drawn, one of 
which touches the isoquant line at the point r. 


Isoquant 


!socost 


Labour P X 


Fic, 3 


A combination of Or units of capital and rr units of labour 
will enable the firm to produce the given output at the lowest cost, 
given the marginal rates of factor substitution and the prices of the: 
two factors. The isoquant line shows the various combinations of 
the two factors that will produce a given output ; the isocost line 


shows that the various combinations of the two factors that cam 
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be hired with a given outlay of money, given the prices of the 
factors. 


RETURNS TO SCALE 


We shall now proceed to discuss the relationship between 
changes in inputs and the changes in output. As before, let us 
assume that only two factors—labour and capital—are used, and 
that within certain limits, it is possible to substitute one factor for 
the other. Let us examine the behaviour of total output when 
varying amounts of one factor are used with a given quantity of 
the other factor. 


TABLE II 

Units of the "Total Average Marginal 
variable factor output output output 

4 80 20 

5 105 21 25 

6 132 22 27 

7 161 23 29 

8 184 23 23 

9 198 22 14 

10 210 21 12 


Average output is found by dividing the total output 


by the variable factor. Marginal output is found by deducting fe . 
the total output produced by x factors from that produced  . 


- by x-Fl units of factors. It means the addition to the 
‘total output made by one additional unit of the variable factor 
along with the fixed quantity of the other factor. This table shows 
‘that at first when more units of the variable factor are used, both 
the average product and the marginal product tend to rise. So - 
long as the marginal output is higher than the average output, 


average output tends to rise. After a certain stage (use of the 


'8th unit), both the marginal output and the average output tend 
'to decline with the increasing use of the varying factor. The first 
stage when the marginal output is increasing is known as the stage 
of increasing returns, while the second stage when the marginal 
output is falling is known as the stage of diminishing returns. The . 
principle of diminishing returns is thus applicable to all factors of 
production, but only during a certain stage of the production 
‘process. The principle becomes significant only in respect of the 
‘circumstances when a firm, which wants to increase its output, 


emen 
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finds that it has to use increasing quantities of a variable factor (or 
factors) along with a fixed quantity of the other factor (or factors), 
and that only after a certain stage in the processes of production 


has been reached. 


‘ The same principles are applicable when a firm is in a position 
i to increase the use of all inputs in order to produce a larger . 
output. Even when this is done, total output will at first rise more 
than proportionately to the use of all the inputs. In other words, 
total output will increase at rates which are higher than the rates 
of increases in inputs. But after a certain stage, total output will 
tend to increase at rates which are lower than the rates of increases 
M in inputs. The first stage of the faster rates of increases in output 
is known as the stage of increasing returns to scale ; the second 
‘stage is called the stage of diminishing returns to scale. In between 
these two stages there may be another stage when the rates of 
increases in total output are equal to those of the inputs. This is 
the stage of constant returns to scale. Outputs and inputs increase 

by the same proportions in this stage. 


IwcREASINGR RETURNS TO ScALE: When this principle holds 
good, total output tends to rise at rates higher than those of the 
“inputs. What are the reasons for such state of things ? We have 

"already discussed the economies of large-scale production. As a firm 
~ expands its output, it is able to secure certain economies of produc- 
_ tion as a result of which, total output rises more than in proportion 
to the total inputs. Are there any special reasons why total output 
‘will behave in this manner ? 


kou The increase in efficiency which results in a larger output may 

he due primarily to two reasons. It may occur because the factors 

in question consist of large indivisible units. 

enses of increas Conditions of production are such that invest- 

k ment must be made in these indivisible units 

before any output can be produced. For example, a machine which 

"has a certain cost must be installed whether output is small or large. 

"The entrepreneur is also such an indivisible unit. When an indivi- 
sible unit of a factor has to be used. the fixed cost of that unit can — 
| he spread over a large output as production increases in response ^ 
! to demand. The result will be a fall in cost per unit of output — 
as more is produced. The classical example is that of a rail road - 1 
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which has to be built in a new territory. If there is to be any rail 
road at all, a minimum investment in railways, stations, rolling 
stock, etc., must be made. In the beginning, there might not be 
enough traffic to utilize the capital represented by investment in 
railway, rolling stock etc., to its full capacity. But as the territory 
is developed, traffic increases. The railroad can meet this increased 
demand by running more trains. It may have to buy additional 
rolling stock and hire a few more employees. But no additions 
need be made to the road bed, stations and the structures. These 
are fixed agents of production; and because these fixed agents 
need not be increased as traffic increases, the cost of production 
per unit of output continues to decline. This principle is in 
operation in almost every type of business, Small manufacturers 
are not in a position to utilize to the full extent every individual 
piece of machinery, or every individual employee. "Technical 
experts and highly skilled employees may not be fully occupied 
with the work they are best fitted for. An increase in the size 


of the business will bring about a better utilization of their services, 
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and total unit cost will decline. 


Another way in which improvements: in organization can be 
made is through increased specialization. There are several scales 
"of specialization available to a particular industry, Larger output 
Will make possible the adoption of higher scales of specialization 
leading to increased efficiency and falling costs, Each separate 
act in the process of production can be performed by a factor 
of production specially adapted to that particular operation, As 
demand for the products of an individual firm increases, it will be 
able to use lorge and expensive machines, and the services of 
“ig or of highly skilled labour. Tts marginal cost will therefore 


These are all instances of “internal economies", ie., econo- 
mies available within the firm itself as it grows in size. They are 
due to the better utilization of plants, or to 

External economies, greater specialization w'thin the firm. Falling 
costs may also be due to the avnilability of 

“external economies", as Marshall called them. These are economies 


' which are available to a particular firm as the industry grows in 


size, For example, when a new firm enters a particular industry, 
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it may enable all firms to produce cheaply. Machinery can be 
bought more cheaply by all cf them because the industry now 
presents a large market to the machine-producing firms. 


CONSTANT RETURNS TO SCALE : As a firm expands its size, all 
the economies of production get exhausted in course of increasing 
scale of production. The firm will eventually grow to a scale at which 
total output will tend to increase at a rata which is equal to the-rate 

E! increase in inputs, At this point further increases in the appli- 
cation of inputs will tend to produce constant returns to scale for 


j a certain range cf output. It should, however, be noted that constant 
returns to scale will operate only when it is possible to increase the — 
- supply of all co-operating factors. ta 
F TY  DIMINISHINGR RETURNS TO SCALE: The stage of diminishing. 
- "returns to scale operates as a firm continues to expand beyond. 
stage of constant returns. In some industries the stage of 


«constant returns to scale may last for a considerable range of output, 


sfier the stage of increasing returns to scale is over, 


> Diminishing returns to sca'e operate mainly because of the 
prevalence of indivisibilities relating to the factor, management, 
nplexities cf management tend to rise as a firm grows in size 


ond a certain renle, 
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in others, diminishing returns may set in almost immediately — 
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C HAPTER Vill = 
COST OF PRODUCTION AND COST CURVES 


ELASTICITY OF SUPPLY : We must now take account of the 
elasticity of supply of a commodity. Elasticity of supply means the 
rate at which the amount of a commodity offered for sale will change: 
as a result of a small change in price. The supply of different 
commodities responds differently to changes in price. When the ~ 
supply of a commodity changes by a large percentage as price 
changes a little, it is said to be elastic. Supply will be inelastic 
when a small rise or fall in price will not lead to any substantial 
change in supply. 

What factors determine the elasticity of supply of a conr 
modity ? It will depend on the nature of the commodity, i.e., 
whether it is durable or perishable. Perishable 
articles like milk or fish or fresh vegetables are 
inelastic in supply over short periods, for these 
must be sold before they get rotten. Supply of labour is also 
inelastic in this sense over short periods as labour is an extremely 
perishable commodity. Supply of durable articles may, however, 
be kept back if price is considered low. Hence their supply is 
elastic over short periods. Secondly, supply of a commodity will 


Factors determining 
elasticity of supply. 


be inelastic if additional output can only be produced at a ` 


considerably higher cost than before. In that case, a small rise in 

price may be insufficient to cover the increased cost of producing ME 
additional output. Supply may not increase materially in that case. 
This is usually true of agricultural and extractive industries where - 

the law of diminishing returns is in operation. Provided that no - 
change in technique takes place, supply of these articles is usually .. | 
inelastic. Thirdly, supply of manufactured articles may be elastic 
during short periods up to the limits fixed by the maximum capacity 
of existing fixed plants. But once maximum capacity is reached, 
supply may not respond to a small rise in price. The more compli- 
cated the instruments of production and the more specialised the 
skilled labour required to produce a commodity, the greater will 
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be the inelasticity of its supply. But supply of such commodities. 
may be elastic over fairly long periods when it will be possible to 
install new instruments of production. Fourthly, supply of a 
commodity will be highly elastic if it is produced under conditions. 
of increasing returns. If demand for these commodities rises, and 
so price goes up, producers will gain very high profits as larger 
output will mean lower costs. It should be noted that under condi- 
tions of increasing returns supply may be inelastic when price is- 
falling. Producers may try to maintain the same output, knowing 
that any reduction in output will lead to higher costs. Lastly, 
supply of a commodity will depend to some extent on the technical 
conditions of production. If the process of production is simple, 
requiring little fixed capital, supply can be readily adjusted to 
i every change in demand so that the effects of a crisis are not as 
severe as in highly equipped industries. But if the production of 
the commodity calls for highly specialised, equipment, supply cannot 
be readily adjusted to demand. 


COST OF PRODUCTION 


One of the important factors determining the elasticity of 
supply is the way cost of production would change when a larger or 
a smaller output is being produced. How much of a commodity 
-an individual firm will produce depends on the amount which it 
costs to produce, and on the relation of the change in this cost of 
production to the rate of change in the output of goods. 
What is meant by cost of production ? When a firm decides 
^ to produce a commodity, it has to incur certain costs, t.e. money 
_ expenses on the installation of plant and machinery, on the purchase: 
of raw materials, on the payment of wages, etc. It is the total 
| money outlay that entrepreneurs have to meet in order to attract 
- different factors of production into their businesses. It includes 
(a) prices of raw materials, (b) wages and salaries, (c) interest 
payments on capital invested in the business, (d) rent on buildings, 
(e) depreciation on account of the wear and tear of the building, . 
machinery and other capital goods, ( f) normal earnings of manage- | 
ment, (g) other trade expenses (e.g. marketing, advertising. 
expenses, etc.) and (h) payments of taxes, etc. Cost of production 
includes not only payments made for goods and services bought 
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and paid for, but also the imputed value of goods and services or 
productive factors which a firm uses but does not directly pay for. 
Thus it should ‘include the imputed but unpaid wages of the owner- 
manager, estimated rent on the land containing the factory, owned 
by entrepreneur himself and interest at current rates on all capital 
invested by the entrepreneur in his own business. 


VARIABLE (OR PRIME) AND FIXED (OR SUPPLEMENTARY) 
cost: If we inspect these various cost elements, we shall see that 
some of them will vary with output, while others will remain the 
same, whatever the scale of output. The former are called 


variable or prime costs, while the latter are known as fixed or 
supplementary costs.* 


Variable costs include those items of expenditure which change 
when output is changed. As a larger output is produced, more raw 
materials are required, and possibly more labour has to be employed. 
These costs are assumed to cease when output is zero. 


Fixed or Supplementary costs include those items of cost that 
do not change as more or less output is produced. They are the 
costs which a firm has to incur even when output is zero, t.e., when 
the firm ceases to produce anything temporarily. These are better 
described in business language as “overhead costs". The usual 
practice is to include rent, interest on long-term debts, allowance 
for depreciation, salaries and wages of chief officers and of the 
maintenance staff etc., in fixed costs, and to regard variable costs 
as consisting of wages, costs of raw materials, part of the cost of 
power and light, etc. 


The distinction between these two types of costs is a matter 
of degree. It depends partly on the policy of the firm, and partly 
‘on the period of time under consideration. If, for example, all 
labour is hired by a firm under five-year contracts, wage payments | ds 
would continue whether the firm produces any output or not for 
the time being. Wages would then be classed as fixed costs. 
Secondly, the distinction is only valid in the short period of time, - 
Tf a sufficiently long period of time is taken into consideration, all : 
costs would become variable or prime costs. Over such a long. 
period, a firm will not only adapt its labour force and its use of 


1The term, prime and supplementary costs, were adopted by 
‘Professor Marshall. ET 
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raw materials to the level of output, but it may also change the 
size of its plant and other equipments or the size of its permanent 
managerial staff in accordance with expected changes in output. 
Thus in the long period all costs are variable with output. 


; Overhead costs are more or less fixed costs which a business 
firm has to meet in any case, so long as it does not finally close 
down. During a period of a temporary fall in demand, a firm 
may find it difficult to sell its output at a price high enough to 
cover its full unit cost of production (i.e., inclusive of both prime 
and overhead costs). But it may still find it desirable to accept 
orders for production so long as the price is sufficient to cover 
the full prime cost of production plus at least some portion of the 
overhead costs. If it refuses to accept such orders, it will have to 
meet the full overhead costs. Whereas if it accepts the order, it 

) will have to meet only a part of the overhead costs, the other part 
coming from the sale of the output. Hence for purposes of short 

) period study the relevant cost is the amount of prime costs, which 

must be met if any production is to be undertaken. Tf the price 
offered is such as not to cover even the prime cost, such orders 
will not be accepted. Overhead costs are not costs in this sense 

. in the short period. But if a long period is taken into account, the 

price must be such as to cover all costs. Otherwise it would be 
better to close down rather than continue in business. Hence over- 
head costs are true costs only in the long run. 


y AVERAGE FIXED COST AND AVERAGE VARIABLE COST: Total cost 

of production may thus be divided into two parts—fixed costs and 
variable costs. Let us next proceed to determine average fixed cost 
and average cost. These are found out by dividing the total fixed 
cost and the total variable cost by total output, In this way we can 

_ find out the average fixed cost and the average variable cost per unit 
of output. The distinction is important in the analysis of the 
relation of the average total cost to variations in total output. 


‘As output of a firm increases, average fixed cost will tend 
to decline continually. This is obvious from the definition of 
fixed costs, which are costs that do not vary with output. Suppose 
that toal fixed costs of a firm at zero output are Rs. 1,000. Whether 
the firm produces 100 or 200 units, fixed costs remain the same, 
&e, Rs. 1,000. When total output is 100, average fixed cost 
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be (Rs. 1,000+100) Rs. 10; when it is 200, average fixed cost 
will be Rs. 5. There is no doubt that as output becomes larger, the 
rate of fall in average fixed cost will become smaller. 


AVERAGE 
FIXED 
cost 


——— —— «° 


o OUTPUT 
Fic. 4 
Average variable costs (determined by dividing total variable 
costs by total output) will at first decline with increasing output at 
AVERAGE 


VARIABLE 
cost 


Fic. 5 
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low levels of output. A firm is usually organized to produce a certain 
output. When production is considerably less than this output, 
average variable costs will tend to decline, as output expands, If 
output increases by 10 per cent, average variable costs (AVC) may 
increase by (say) 5 per cent. In other words, below this critical 
output, average costs will tend to decline as output increases. 


The most obvious explanation of this is the fact that at such 
low levels of output, labour may not be used to anything like full 
capacity. So as output expands, the same labour force may be in 
a position to cope with increased production. But once output 
tends to reach the capacity of the plant average variable costs will 
increase at a faster rate than the rate of increase in output. The 
firm will probably have to use less efficient machinery or less 
efficient labour. Hence average variable costs will tend to rise once 
the capacity output is reached. This is represented by a flat U-shaped 
curve. 


AVERAGE TOTAL cost: This is found out by dividing total 
costs by total output. Since total costs consist of both fixed and 
variable costs, average total cost will be equal to the sum total of 
average fixed cost and average variable cost. In other words, 


ATC=AFC-+-AVC 


What is the relation between the average total cost to variations 
in output ? We know that AFC continuously declines as output 
increases, while AVC first declines, and then after a certain output, 
begins to rise. So average total costs will fall as output increases 
from zero until average variable costs begin to rise. Even then 
average total costs may continue falling if the rate of decline in 
average fixed costs is more than the rate of increase in average 
variable costs. Eventually, as output increases, the rise in average 
variable costs will more than counterbalance the fall in average fixed 
costs, especially as the rate of decline in average fixed costs becomes: 
smaller with larger output. Average total costs will then rise, at 
first slowly, and then after a certain point, rapidly. 
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the short-period average cost curve and the long-period average cost 
curve. 


SHORT-PERIOD AVERAGE COST CURVE: The average cost of a 
firm is made up of the average fixed cost and the average variable 
cost. A firm has already installed certain plants with more or less 
a fixed capacity. The cost of this installation as also the regular 
costs of certain other factors of production constitute its fixed cost, 
—fixed because it does not vary With the output. As this firm 
produces a larger output, the average fixed cost will tend continu- 
ously to decline. The variable costs, the other component of the 
total cost—vary with the output. As the output is increased, 
variable costs also rise. They may fall proportionately or less than 
proportionately up to a certain point, and possibly rise, after that 
point. So the average total cost will decline as output increases up 
to the point from which the average variable costs begin to rise, Even 
then the average total costs may continue falling if the rate of 
decline in the average fixed costs is more than the rate of rise in 
the average variable costs. But as output increases further, the 
average variable costs will tend to increase at higher rates, more 
than neutralising the fall in the average fixed costs. From this 
point, the average total costs will start rising, at first slowly, and 
then rapidly. In other words, the average total cost curve will be 
more or less U-shaped (as in Fig. 7). If fixed costs constitute 
a larger part of the total costs of a firm before it produces its 
normal output, and if the variable costs start increasing rapidly 
after the normal output is exceeded, the shape of the average 
total cost curve will be more like an U. On the other hand, the less 
important are the fixed costs in the total costs of a firm, the flatter 
will be the shape of the average total cost curve, given the normal 
pattern of the average variable costs. 

The reason for this particular shape of the average cost curve 


is the operation of the law of variable proportions. When increas- 
ing units of one or a number of variable factors are associated with 


certain fixed factors, the total output will increase at a diminishing | p 


rate. As we have stated already, a firm has installed a certain 
amount of capital goods which is more or less a fixed factor in 
the short run. Similar is the case with management which is also 
a fixed factor, When increasing units of labour are used with 
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fixed quantities of capital and management, costs of production 
may decline upto a certain stage owing to the fact that the firm 
secures a number of economies ; capital and management can be 
utilised more fully and effectively as a larger output is being pro- 
duced. Owing to the availability of these economies the average 
costs tend to decline as the output of a firm increases up to a certain 
amount. But these economies do not continue indefinitely. After 
the normal capacity of the plant is reached, increasing output can 


` only be produced at increasing costs. The returns to variable 


factors used with a certain amount of fixed factors would tend to 
diminish and so average costs of production of the additional output 
would tend to rise. That is why the average cost curves tend to 
decline rapidly at first, then slowly, after which they start rising. 


LONG-PERIOD AVERAGE Cost Curve: We now know 
the shape of the average cost curve of a firm in the short 
run. Would the shape of the curve be the same in the 
long run also ? In the long run, there are no fixed costs as a firm 
is in a position to change its equipment and its size or scale of 
operations. So all costs are variable cost, so that increasing 
output would not mean declining average fixed cost. In the short 
run, average variable costs will tend to increase as output increases 
beyond the normal capacity of the firm. But in the long run, 
normal capacity of a firm (as determined by its equipment) can 
itself be changed (i.e. increased or decreased) as it becomes 
mecessary to produce more or less output. Does it mean that, since 
there are in the long run no fixed factors and so the return to 
variable factors need not decline, the long run average cost curve 
wil not be U-shaped ? This is not correct. It is unlikely that 
there will be absolutely no fixed factor in the long run. While it 
is quite possible to change equipment, labour and other factors 
of production in the long run, management wil remain a fixed 
factor even in the long run. An entrepreneur cannot go on produc- 
ing increasing amounts of output continuously with equal efficiency. 
After a certain stage his efficiency will find its limit, and as more 
output is to be produced beyond this point, average costs will tend 
to go up. In other words, the long run average cost curves of a 
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firm will also be U-shaped, though they will be considerably flatter 
than the short-run average cost curves. The U-shape will be less 
pronounced because the rise in average costs will take place only 
slowly*. 


* See also Chapter XVI P. 180-51. `` $ RUE TT 


APPENDIX 
REAL COST AND OPPORTUNITY COST 


We have so long been discussing money costs of production. 
Economists have tried to probe behind the money cost. Utility or 
Wu A n the preferences of consumers lie behind the 
mate costs to which demand curve. But what lies behind money 
money costs corres- costs? In other words, what are the ultimate 
Maus costs which lie behind money costs of produc- 
tion ? Following classical economists Marshall thought that 
money costs represented real costs of production, ie., the sum of 
efforts of working and the sacrifice involved in saving or waiting. 
Real costs of producing a commodity are to be measured by the 
efforts and exertions under-gone by labourers and entrepreneurs 
and the sacrifice which capitalist classes have made to save requisite 
amounts of capital. 


That a great part of work is painful and disagreeable is 
beyond dispute. That saving denotes the sacrifice of present 
consumption is also admitted. But what is 

Criticism of the the proper relation between these and money 
ae of real — (oss ? If work becomes less disagreeable and 
more pleasing, would the rate of wages fall 

down ? Certainly not. Moreover, not all kinds of labour involve 
pain. The most highly paid work is generally enjoyable. Hence 
it is idle to say that value is in part a compensation for any real 
cost of labour. Moreover, there is no standard by which we can 
equate real cost of labour with the real cost of saving. How are 
the painful efforts of a labourer and the sacrifice of a saver to be 
measured so that we can be sure that one rupee worth of interest 
is the reward of sacrifice which is equal in real cost to the effort 
of which one rupee worth of wages is the reward ? The doctrine 
of real cost would thus ‘lead us into a quagmire of unreality and 


dubious hypothesis.* 


1Henderson, Supply and Demand, p. 164. 
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But if money costs do not represent pain and sacrifice, what 

do they represent ? Costs of a firm are those payments which must 

be made to different factors of production in 

saa oppor- order to attract them into that firm from other 

Á lines of production. Our means are short and 

limited. Hence if we are to employ a certain amount of each of 

the factors of production in one firm, other firms would be 

deprived of their services. And in order to attract factors to 

any particular firm or industry, we must offer them at least as 

much as they would have got in similar other occupations. The 

sum of these offers is the cost of production of the present unit. 

This is, in short, the underlying idea beneath the theory of 
opportunity cost. 


Thus what labour would get in one employment would depend 
on what it can get elsewhere. What rates of interest capital would 
be entitled to get in this industry would depend 
meo s; C ages tin on what it can get elsewhere. What entre- 
alternative employ preneurs can get as their normal earnings of 
Ur management would depend on what «salaries 
` they can obtain when employed as managers by joint-stock organi- 
zations. In this way. cost in present occupations is the cost of 
“displaced alternatives.’ Cost of producing a thing would be 
determined by the value of the thing that has not heen made, but 
could have been made by the displaced factors of production. The 
unborn is the cost of the born. 


Similarly, utility of one thing to a person will depend upon 
that of other things he will have to surrender in order to get this 
commodity. Our desires are long and unlimited, but life is short, 
and so also our means, Hence the enjoyment of one sort of pleasure 
means the foregoing of some other pleasures. Man's life in its - 
economic aspect is thus a continuous tragedy. Cost of obtaining 
a thing is therefore what must be surrendered in order to get it, 
Cost of a few hours of work is the leisure that we would have to — 
forego. a 

A pe 

Such is then the doctrine of opportunity cost. “The real cost- 


of anything is the curtailment of the supply of other useful things 
"which the production of that particular thing entails" Cost tends - 


in alternative employments. Now this means that the 


l 
) 
E. do equal the payments that factors of production would have 
— factors is fixed, which is of course a fact ; for economic s 


supply is variable, the deetrino of real cost would not provide a — 
I satisfactory explanation of cost But even if supply is vari 
the concept of opportunity cost holds good. "Variation. in the suppl 


of land put to consumption uses? 


E relating to Political Economy. Vol. Th. pp, 56-64 
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PART H. CONSUMER DEMAND 


CHAPTER IX — 


DEMAND 


The concepts of demand and supply are so essential to the 
discussion of almost all economic problems that it has been stated 
in derision. “Teach a parrot to say “supply and demand" in reply 
to every question, and he will be a good economist" Indeed, a 
good economist must be careful about what he means by the two 
words and must be careful in using the apparatus of demand and 
supply. 

DEMAND: The economist does not define demand in the 
sense of desire for a commodity. In order that a commodity may 
be demanded, it must be desired by somebody. But mere desire 
for a thing does not constitute demand in the economic sense. “If 
wishes were horses, beggars might ride.” In our childhood, all 
of us felt a very strong desire for the things on display in the 
sweatmeatshop or in confectionaries. As on most occasions we had 
no money, or were not allowed to spend any money, our desire 
was not demand in the economic sense. It became demand, the 
moment our parents, perhaps softened by our entreaties, gave some 
coin to us, with which we ran to the shop and which we offered to 
the dealer. When the desire for a commodity is backed by the 
willingness and ability to spend adequate sums of money, it 
becomes demand, or effective demand. 

Demand has always a reference to the price of a commodity. 
Nobody can say how much of a commodity that an individual (or 
the people) is willing to buy at that price. 

Demand for a commodity, of course, depends on the price of 
commodity. It also depends on a number of other factors, such 
as the prices of other commodities, the incomes of the consumers 
and their tastes and preferences. The demand for tea, for example, 
will depend not only on the price of tea, but also on that of coffee. 
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When the price of coffee rises, some people who were previously 
buying coffee may now decide to shift to tea in view of the higher 
price of coffee. . The demand for tea will then rise. 


Demand for commodities will, of course, depend on the income 
of the consumer. If the income of a consumer rises, he will in 
general want to buy larger quantities of most of the things, in 
addition to demanding newer commodities. Demand for a commo- 
dity is therefore a function of the income of a consumer. His 
tastes and preferences are also important in determining his demand 
for a particular commodity or commodities. If more Americans 
can be convinced through, propaganda of the merits of tea drinking, 
their tastes for tea will increase and the demand for tea in the U.S.A. 
will therefore rise. Demand for a commodity is thus a function also 
of the tastes and preferences of the consumers. 

Demand for a commodity is therefore a function of the price 
of the commodity, the prices cf other commdities which are either 
a substitute or complementary, the incomes of the consumer and 
lastly, the tastes and preferences of the consumers. But in discus- 
sing the influence of demand, we make the assumption that the 
incomes of the consumers, their tastes and preferences and the 
prices of other commodities remain unchanged. 


The relationship between the amounts of a commodity 
demanded at different prices is usually shown in the form of a 
Demand Schedule. The demand schedule of an individual for a 
commodity is a list of the different amounts of the commodity 
that he will buy at different prices, It is one of the well-known 
facts that, as the price of a commodity changes, its demand will 
also change in the opposite direction. As the price goes up, the 
demand for the commodity goes down and vice versa. All this is 
shown in the form of a schedule. 


Demand Schedule of an individual for tea 


At the price of Rs. 8 per kg, he will demand 2 kg. 
At the price of Rs. 6 per kg, he will demand 3 kg. 
At the price of Rs. 4 per kg, he will demand 5 kg. 
At the price of Rs 3 per kg, he will demand 7 kg. 
At the price of Rs. 2 per kg, he will demand 10 kg. 


If we knew the individual demand schedules. we can also 
determine the market or industry demand schedule, showing the 
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different amounts of tea that all individuals operating in a market 
will buy at various prices of tea. 


Industry Demand Schedule for tea 


Quantity of tea 
demanded by all buyers 


Apropos the market demand schedules, can we determine it 
by simply multiplying the demand schedule of a typical individual 
by the total number of buyers in the market? Our first difficulty, 
as we proceed to do this, will be to find out who is the typical 
individual. Demand schedules of different individuals are not 
similar. Some of them are rich, and can afford to buy large 
quantities of tea at various prices, while the majority are poor, 
and cannot probably afford to buy even 2 kg. at Rs. 4 per kg. 
Even among the rich, tastes and temperament vary, and some of 
them may be prepared to buy larger quantities at given prices 
than are bought by the majority. So it has been urged that 
demand schedules of different individuals show so many peculiarities 
that we cannot take any particular demand schedule as representing 
the demand schedules of all individuals and multiply it by the total 
number of buyers. But in a large market, many of these individual 
peculiarities will cancel each other. and because of this reason it 
is possible to form the market demand schedules. “While the 
individual desire is fitful, the resultant of the desires of all the 
purchasers is relatively steady,—just as in physics, the forces of 
the individual molecules are variable and fitful, but the aggregate 
resultant atmospheric pressure is a steady fifteen pears pet 
square inch,"t 


The demand schedule is represented in the form of a curve. 
In fig. 8. different prices are measured along OY, and the amounts 


lFisher 1. Elementary Principles of Economics. P, 301. 
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of the commodity demanded at various prices are measured along 
the OX axis. 
Y 


PRICE DEMAND CURVE 


QUANTITY 


Fic. 8 
From the curve we know that when the price of tea is aa’, buyers. 
will purchase only Oa amount of tea ; when the price falls to bb’, 
they will buy Ob units of tea, etc. 


Law OF DEMAND: It is obvious from the discussion of the 
demand schedule that, other things being equal, the amount of 
a commodity people will buy increases with every fall in its price ; 
or decreases with every rise in the price. Demand responds to 
price in the reverse directions. This is the law of demand; To 
state the same thing in another way, larger quantities of a commo- 
dity can usually be sold at lower prices. 


According to this law, as the price of a commodity falls, its 
demand increases. Why? This is due to two reasons. First, 
as the price of a commodity falls, people will tend’ to substitute 
it for other commodities whose prices remain unchanged, and 
therefore become relatively higher than before. When the price 
of tea falls, prices of coffee or cocoa remaining the same as before, 
some people will decide to buy more tea and less coffee or cocoa: 
They will tend to substitute the relatively cheaper commodity, tea, 
for the relatively dearer commodity, coffee or cocoa. This has been: 
called “the substitution effect". Secondly, as the price of 1 kg.. 


of tea falls from Rs. 6 to Rs. 4, a consumer finds that he has to ` 


spend only Rs. 12 for 3 kg. of tea, instead of Rs. 18. He will! 
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consider himself richer by Rs. 6; it is as if his income has risen 
by that amount, and therefore he may decide that he can afford 
to buy more tea. So the demand for tea will rise. This is “the 
income effect". 


"he substitution effect is always positive. As the price of a 
commodity falls, prices of its substitutes remaining the same, con- 
sumers will tend to buy more of the first commodity in substitution 
of others. So lower prices will lead to larger demand from the 
point of view of the substitution effect. But the income effect may 
not always be positive. Normally as a consumer's income rises, 
he will buy large quantities of a commodity, all other prices 
remaining the same. But if a commodity is regarded as “inferior” 
by a consumer, then a rise in his income may probably induce him 
to substitute a more expensive commodity in the place of the first. 
In that case a rise in money incomes may lead to a fall in the demand 
for the “inferior” commodity.? In other words, the income effect 
may sometimes be negative. But unless the negative income effect 
is substantial, the substitution effect will in general outweigh it, 
and a fall in the price will in general lead to a larger demand for a 
commodity. 


Tn stating the law of demand, we have used the expression, 
“other things being equal” (ceteris paribus). This conceals 
important qualifications of the law. Among other things, mention 
might be made of the prices of substitutes, incomes of the buyers, 
the tastes of buyers, etc. In other words, a fall in the prices of tea 
will lead to increased demand for tea only if, in the meantime. 
prices of substitutes (like coffee or cocoa) or the tastes of the 
consumers, or the purchasing power of the consumers etc., do not 
‘change. If, along with the fall in the price of tea, prices of coffee 
or cocoa have fallen still further, the demand for tea may not 
increase at all. Or, if the tastes of the consumers for tea declines. 
or if their money incomes fall, they may not buy larger quantities 
-of tea when its price falls. 


2 For example, vegetable ghee may be regarded as an ‘inferior’ commodity. 
A consumer. whose money income was such that he could not afford to buy 
ghee in desired auantities, may decide to buy less vegetable ghee and more 
Teal ghee when his income increases. In that case, the demand for the 
"vegetable product may decline in spite of any fall in its price. 
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Though the usual rule is that at higher prices demand becomes 
less, the opposite may also happen on a number of occasions. For 
example, in the case of certain commodities, like diamonds, the 
higher the price, the greater may be their attractiveness. Because 
of tlie very high price of diamonds, display of them is regarded as 
a sign of distinction by a number of people. Hence if their price 
rises, demand for diamonds may increase instead of falling. 
Secondly, if, following a rise in the price of a commodity, people 
expect a further rise in price in the future, they may hasten to 
buy larger quantities in spite of the rise in prices. Lastly, in a poor 
community, the general level of money incomes may be so low that 


or rice, leaving only a small sum to be spent on other kinds of 
food. If prices of wheat or rice increase, people may be forced 
to give up buying other kinds of food and buy 

Giffen goods, more wheat or rice than before in order to fill 
their stomach. Hence in such communities the 

- demand for wheat or rice may actually increase when their prices 
rise. These are known as the “Giffen goods”, because this parti- 


"s 


cular tendency was first pointed out by Sir W. Giffen. 
SEL CHANCES IN DEMAND: We pass on now to a consideration 


of the effects of changing demand on prices, 
p _ The demand for a commodity may increase or decrease during 


voe given period. The phrase, “increase or decrease of demand” 


x 
n 
i) 


bi 


= should be carefully interpreted. Tf, owing to some changes in 
T1 © the conditions of supply, the price of a commodity rises or falls, 
its demand will also decline or increase. This increase or decrease 
in demand following a price change is not referred to when we 

speak of a change in demand. In this case, the demand schedule 
does not change, but the amount demanded changes in response to 
changes in prices. 


Demand may change for other reasons as well, First, if the 


number of consumers changes on account of the growth of | 


4 


population, demand for a commodity may change independently of 
changes in prices. In a country with increasing population, demand 
for commodities is likely to increase on account of the increase 
in the number of buyers. Secondly, demand for a commodity may 
change because the tastes of the consumers have changed in the 


the people have to spend the major portion of their incomes on wheat: 
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meantime. Demand for cigarettes has risen, while that for bidis 
has fallen on account of a change in taste in favour of the former. 
Thirdly, demand may change because of a change in the incomes 
of the consumers, At higher incomes, demand for certain things 
will increase, while that for the “inferior goods" may decline, 
Lastly, demand for a commodity may change because prices of 
certain other goods changed. For example, when the price of coffee 
falls, the demand for tea may increase though the price of tea 


PRICE 


Y EN 


QUANTITY 
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remains the same. Because of these reasons demand for a commo- 
dity may change even though there is no change in its price. In 
such a case, the old demand curve will no longer be valid, but will 
be shifted upwards or downwards as in the aboye diagram. 

The original demand curve is dd, When the demand 
increases, the curve is to be moved upwards, and the new position 
is to be represented by didi. If demand falls, the whole curve 
will shift to dodo. When demand changes, buyers will buy either 
larger or smaller quantities at all prices. 


So an incrase in demand means that the whole demand curve 
is lifted upwards to the right. Consumers now demand larger 
quantities of a commodity at all prices than they did formerly. 
Conversely, a fall in demand indicates that consumers demand 
smaller quantities of, the commodity at all prices. 


CHAPTER X 


CHARACTERISTICS OF THE DEMAND CURVE 


Elasticity of demand: When the price of a commodity 
changes, its demand may also change. The rate of change in 
demand may be rapid in the case of some commodities and slow 
~ im the case of others. The rate at which demand for a commodity 
- may change when its price changes! is known as the elasticity of 
_ demand. It is a measure of the responsiveness of demand to a 
change in price. It is equal to the ratio : 
i gal Proportionate change in demand 
"n Proportionate change in price 
If both the price and the demand change by 1 per cent, the 
ratio will be equal to one. This is the case of unit-elasticity of 
_ demand. If, however, a 1 per cent change in price leads to a . 
eO per cent change in demand, the ratio will be equal to 2. In this 
ease, elasticity of demand is regarded as greater than unity. In 
the last case, when a 1 per cent change in price is followed by 
1 34 per cent change in demand, the ratio is less than one, and the 
H elasticity of demand is regarded as less than unity. When elasticity 
— of demand is greater than unity, this is usually regarded as an 
- instance of highly elastic demand ; when it is less than unity, it 
is a case of comparatively inelastic demand. 


How do we measure the elasticity of demand for a. product ? 
Marshall has suggested a method whereby we can do this, When 
the price of a commodity changes by a small percentage, consumers 
may buy more or less or the same amount of the commodity as 
befcre. As a result of these purchases their total outlay on this 
commodity may change or may remain same. The total outlay 


1 The change in price mnst be verv small : otherwise there will be certain 
difficulties. Let us suppose that the price of tea falls from Rs. 6/- per kg. to 
Rs 5/-. If we calculate the rate of change in price on the basis of the 
higher price. price falle hy 16.6 ner cent. On the basis of the lower. price 
(Le, Rs. 5/-). price falls bv 20 ner cent. Which of these two are we 
to take for measuring elasticity ? The above difficulty does not arise. when 


absolute change: in vrice are very small. The best wav out of this difficulty A 


is to measure elasticity on the basis of changes in total revenue. 
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obtained from the sale of a commodity is equal to the price multi- 
plied by the quantity sold. The total outlay may also be called the 
total revenue. If the quantity demanded increases by more than 
1 per cent when the price falls by 1 per cent, the total revenue 
will increase. In other words, when elasticity of demand is greater 
than unity, total revenue will increase when price falls, or will 
decrease when price rises. When elasticity of demand is less than 
unity, total revenue will increase when price rises, and will decrease 
when price falls. In cases of unit-elasticity, total revenue will 
remain the same, whatever the change in price. Let us illustrate 
the three cases by means of an example. 


\ 


TABLE I 


The relation between price of tea per kg. 
and quantity sold. 


Price Quantity sold Total revenue 
Rs. 6/- per kg. 1,000 kg. Rs. 6,000 
_ Rs. 5/- per kg. 1,200 kg. Rs. 6,000 
Rs. 4/- per kg. 1,500 kg. Rs. 6,000 


In this case, whatever the percentage change in price, the quantity sas 
sold changes in the opposite direction by exactly the same 
percentage and total revenue remains the same. Elasticity of 


demand is equal to unity. 


In another market, a quite different relationship might prevail. 
This is illustrated in table II : 


TABLE II 
Price Quantity sold Total revenue 
Rs. 6/- 1,000 kg. Rs. 6,000 
Rs. 5/- 1,300 kg. Rs, 6,500 
Rs. 4/- 1,700 kg. © Rs. 6,800 


. Here the quantity sold increases by a larger percentage than 
that of the price so that total revenue increases as price drops. 
Elasticity of demand is greater than unity. 
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The third case is given in table III : 


TABLE III 
Price Quantity sold Total revenue 
Rs. 6/- 1,000 kg. Rs. 6,000 
Rs. 5/- 1,100 kg. Rs. 5,500 
Rs. 4/- 1,250 kg. Rs. 5,000 


In this market, the tota] révenue decreases as the price falls, 
Elasticity of demand is less than unity ; or demand is inelastic, 
Thus we can determine the elasticity of demand by looking to the 

"changes in the total revenue following very small changes in 
prices. 

These three cases are illustrated on the following diagrams. 


Y 
PRICE 
o x 
QUANTITY 
UNIT-ELASTICITY 
Fic. 10 
Y 
PRICE 
[9] Xx 
QUANTITY 
ELASTICITY LESS THAN UNITY ( INELASTIC) 
Fic, 11 


a 
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PRICE 


o x 
QUANTITY 
ELASTICITY GREATER THAN UNITY ( ELASTIC) 
Fie. 12 


FACTORS DETERMINING ELASTICITY OF DEMAND: Why is the 
elasticity of demand for a commodity high and that for another 
low? What factors determine the elasticity of demand for a 
commodity ? 


The most important factor determining the elasticity of demand 
for a commodity is the possibility of finding substitutes for it. 
If good substitutes are available for a commo- - 


Elasticity is high if dity, its demand will be highly elastic. lf the 
there are substitutes. price of tea rises, and that of coffee does not, | 


then a good number of people may change over 
from tea to coffee. They may drink more coffee and less tea than 
before the rise in prices. Hence the demand for tea will fall off 
by a large percentage when its price rises relatively to that of coffee. 
Conversely, when there are no satisfactory substitutes as in the 
case of salt, consumers cannot satisfy their needs by purchasing 
other goods when its price rises. So its demand will not fall off 
materially when its price rises a little. 


It is for this reason that the demand for necessaries is generally 
inelastic, while that for luxuries is elastic. In the case of such 
necessaries as salt, wheat, rice, etc., buyers feel that these are 
practically essential to their physical well-being, and it is not pos- 
sible to find good substitutes for them, Hence the demand for 
necessaries is inelastic. Most families would contrive to maintain 
the purchases of necessary food articles even if their prices rise a 


* 
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little. The desire for luxuries can, however, be satisfied in alter- 
native ways. For example, if the price of oranges goes up, one 
can easily turn to (say) bananas. 1f the price of meat is higher, 
one can buy more fish or more eggs and less meat than before. 
Because of this the demand for luxuries is likely to be elastic. E 
The possibility of substituting one commodity by others will 
also depend on its price, and on the average level of money 
incomes of its buyers. Demand for the cheapest articles is usually ~ 
very inelastic, As their prices are already very low, no good. 
substitutes are available if their prices rise a little. Salt is usually 
sold at such a low price that it is not possible to find equally good. 
substitutes even at slightly higher prices. Similarly, the sale of an 
article may not show any great response to a change in price, — 
because it is bought mainly by people who can afford to disregard 
the price change. Hence rich people have in general a less elastic 
demand than poor people. To the rich a 10 per cent rise in the 
price of a commodity ordinarily sold for Rs. 4 or Rs. 5 will be 
of little consequence. They will not bother to find out substitutes | 
for the commodity ; they would not probably feel that it is necessary 
_ to switch over to substitutes. 

The desire to find out a substitute for a commodity will be 
low if the total expenditure on the commodity forms a very small 
part of the total income of an individual. In that case, a small 
‘tise in its price will be very nearly disregarded as the sum affected 
is too small to bother. 

7 The possibility of substituting one commodity for others will 
increase when the commodity can be put to a variety of use. For 
example, electricity can be used for lighting, cooking, or heating 
the room during the winter or for keeping it cool during the 
summer, etc. In each use, it has substitutes ; kerosene and candles 
for lighting, coal and gas for cooking and heating, Let us suppose 
that at the present price for one unit of electricity, an individual 
can profitably use it for only lighting purposes. For cooking and 
heating, the price is too high in comparison with prices of coal — 
or gas. When the price of electricity falls, it may become cheaper 1 
to use it for cooking and heating. It will, therefore, tend to displace — — 
coal and gas in these uses, and its sale will increase by a large ——- 
percentage, The demand for electricity, or for other articles having — 
a variety of uses will be elastic. 
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DIFFERENT TYPES OF ELASTICITY OF DEMAND : The elasticity 
of demand that we have discussed so far measures the rate of 
changes in demand in response to a small change in price. This 
is called the price-elasticity of demand, It is the ratio of a small 
proportionate change in the quantity demanded to a small pro- 
portionate change in the price. 
— Proportionate change in demand 
~ Proportionate change in price E 
It should be noted that this concept of elasticity refers to a — — 
point on the demand curve, It seeks to measure the response of 
demand to a small change in price at a particular point on the 
demand curve. Elasticity of demand may be different at other 
points on the same demand curve. The demand for a commodity 
may be relatively inelastic at both high and low prices and elastic 
over the middle range of prices,—all prices being on the same 
demand curve. Even within the middle ranges the demand may 
be more or less elastic at different points on the curve. 


e 


, Income-elasticity of demand. The demand for a commodity 
may also be responsive to changes in the money income of the 
consumers. When an individual's money income increases, prices 
of goods remaining the same, he may purchase more of a commo- 
dity than he used to do before. As we grow richer, most of us 

= spend more money on such food as meat, eggs, milk and a smaller 
_ proportion: of our income on the common food articles. In other 
words, the demand for some commodities is elastic in response to 
changes in the money income. This is known as the income- 
elasticity of demand. It is equal to the ratio of the proportionate 
change in the demand to a proportionate change in income. 
Proportionate change in demand 


Income-elasticity— : e 
"  Proportionate change in income 


In discussing the income-elasticity of demand, we assume that 
the prices of that and of other commodities remain the same as 
before. In the usual cases, the income-elasticity of demand is 
likely to be positive, as a consumer’s income rises, he purchases 
more of these commodities. But in certain cases the income 
elasticity may be negative. In other words, as the income increases, 
the consumer may spend less on these goods, This is true with 
regard to what are termed ‘inferior goods’. At the other extreme, 
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if consumers spend a large proportion of their income on a 
commodity when their incomes rise, income-elasticity of demand 
is greater than unity. This may usually be the case with luxuries, 
though that need not always be the case. 


Cross-elasticity of demand. "The demand for two commodities 
may be related in such a way that a change in the price of one 
of them will bring about a change in the demand for the other, 
the price of the second commodity remaining the same, The change _ 
in the demand for one commodity in response to a change in the — — 
price of another commodity is known as the cross-elasticity of 
demand. It is equal to the ratio between the proportionate change 
in the demand for x and the proportionate change in the price o£ y. 


Proportionate change in the demand for X 


ross-elasticity— : 
C y Proportionate change in the price of Y 


of demand 
When two commodities are good substitutes, a rise in the 
price of one of them will cause an inerease in the demand for 


the second commodity. For example, when the price of coffee 
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rises, the demand for tea will tend to increase, other things M. 
remaining equal. In the opposite case, if the goods are in joint 
demand, as with bread and butter, a small decline in the price 
of bread may cause a rise in the demand for butter. A fall in 
the price of bread will usually lead to increased sales of bread 
and so to increased sale of butter, and vice versa. When the 
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goods are substitutes, the cross-elasticity of demand will be positive. 
When the goods are in joint demand, it will be negative, P 

FURTHER NOTES ON THE ELASTICITY OF DEMAND: We have - | 
already discussed three different cases of elasticity,—unit-elasticity, —— 
relatively elastic demand and relatively inelastic demand. It is 
necessary to mention two other cases of elasticity,—the two 
extremes,—perfectly elastic and perfectly inelastic demand. A 
perfectly elastic demand exists when an indefinitely small change 
in the price of a product leads to an infinitely large change in 
the quantity demanded. At the other extreme, there is the case of ~ 
perfectly inelastic demand, when, whatever the change in price, | 
the quantity demanded remains the same. The case of perfectly .— 
elastic demand is represented on the curve by a horizontal Ine, — 
while that of perfectly inelastic demand is represented by a vertical —— 
line. n" 
We have so long been studying individual demand schedules 
and the total demand or an industry demand schedule for a^ e 
particular commodity, Such demand schedules cannot be perfectly | z 
elastic. As everyone cf us possesses limited incomes, it wil not - 
be possible for us to buy unlimited quantities of a commodity. 
But the demand curve facing any individual seller under eonditions 
of perfect competition may be perfectly elastic. It is to an 
examination of the relation between an industry demand curve and cen 
an individual demand curve that we must turn. cs 


ES 


x 


‘PRICE 


QUANTITY 
‘PERFECTLY INELASTIC DEMAND 


Fic. 14 


CHARACTERISTICS OF THE DEMAND CURVE 


INDIVIDUAL SELLER'S DEMAND CURVE: The industry demand. A 
curve (or the total demand curve) shows how much of a “commodity . br 
produced by an industry will be demanded at different prices ~ 
during a given period of time, It is the combined demand for. 
the combined output of an industry. Looked at from the point. 
f view of the sellers, such a demand curve will show the total - 
amount that all of them will be able to sell at different prices, "n 
Tt does not tell them how much each of them will be able to uh 

TE 


given the total demand. Of course, if total demand for the product 
is large, an individual seller may expect to sell a larger output - p 
than if the total demand is small. But how much of the total 
demand he will be able to command will depend primarily cn his 5 
individual seller's demand curve. Such a demand curve will tell .— 
him how much output he will be able to sell at each possible price, — 
The character of an individual sellers demand curve depends, 
partly upon the character of the industry demand curve, and partly 
upon the nature of competition in the industry. Given the industry 
‘demand schedule, the elasticity of the demand curve facing each 
individual seller depends on the nature of competition prevailing 
- in the industry. 


Several types of situation are imaginable regarding the 
‘competitive position of different sellers. At one extreme, there 
may be many sellers, each selling an identical product, This is 
the case of perfect competition. Or, there may be many sellers, 
selling what is called differentiated products, This is the case of — | 
monopolistic competition. Lastly, there may be one seller, a case 
of pure mcnopoly. 


In a perfectly competitive. market, there are many sellers, 
selling an identical product. The output produced by each seller 
is a very small part of the total output. He can, therefore. sell 
all he can produce at the current market price, without depressing 
that price. If he raises his price above the market price, he will ^ 
not be able to sell anything, as all buyers will then buy from other 
sellers at the market price. If he charges a price lower than the 
market price, all buyers will go to him. and he will be able to sell 
all he can produce. The demand curve facing a seller in perfect j 
competition is thus perfectly elastic, while it is quite possible that — 
the industry demand is inelastic, For example, the industry 3 
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demand curve for wheat is inelastic, But the demand curve facing, 

each seller of wheat (there being usually a large number of sellers 

of wheat selling an identical product) will be perfectly elastic. 
In the other extreme case, that of pure monopoly, there is only 


one seller, selling a product for which there are no close substitutes, 


The demand curve facing a seller is the industry demand curve, 
which is likely to be inelastic because of the difficulty of getting 
substitutes. 


In monopolistic competition, where there are many sellers, 
selling differentiated products, products of different sellers are not 
perfect substitutes, But they are close substitutes, Each seller, 


therefore, possesses some degree of monopoly in the sale of his. 


product, and can raise his price a little without driving away the 
majority of his customers. The demand curve facing such a seller 
is not perfectly elastic, It would ordinarily slope downwards to 
the right, depending on the strength of the consumer's preferences. 
The more strongly consumers prefer the products of a particular 
seller, the less will be the elasticity of the demand curve facing: 
that seller. 


If there are few sellers in an industry, each of them will then 


play an important part in influencing changes in prices. Quite 


apart from the reaction of his policy on cthers, each seller knows. 
that his attempt to sell an increased output will tend to lower the 
price. Even if all of them sell an identical product, each seller: 
has fewer competitors from whom to draw away customers by 
lowering prices. If they sell branded articles, consumers hay» 
fewer alternative choices if the rise in price induces them to see. 
a new brand. On the whole, therefore, sales will be less responsive 
to changes in prices than in the case of many sellers, and the 
demand curve facing each seller will have a lower elasticity. 
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FORCES BEHIND THE DEMAND CURVE 1 4 


THE UTILITY THEORY: Are there any factors which lie behind 
ithe demand curve and shape its downward direction ? According 


to classical writers, whose greatest exponent was Prof. Marshall, — Y 


the main force lying behind the demand curve is the celebrated law 


of diminishing utility, We are already familiar with the meaning 
of the expression, utility. It simply means the capacity to satisfy 
a given desire. When we say that a commodity has high utility, 
all that we mean is that it is intensely desired by somebody who 
is prepared to pay a high price in exchange for it, ‘ 
Law OF DIMINISHING UTILITY : The utility of a commodity 
to an individual, i.e., the extent to which it is desired by him, 
‘depends on the amount of that commodity already possessed by 
him. The utility of a pair of shoes will be higher to an individual 
"who does not possess any shoes than to another who already 
possesses three similar pairs of shoes. In other words, the utility 
“of several units of a commodity to an individual diminshes with 
every increase in his stock of that commodity. This tendency 
towards diminishing utilities from successive units of the same 
commodity is operative in all branches of consumption. The 
rate of diminution may be slow for some commodities, or rapid 
for others, but the tendency is still present, and a point will come 
"when further instalments of the commodity would yield no utility 
at all. This generalisation is known as the law of diminishing 
utility, which has been stated by Marshall in the following words. 
"The additional benefit which a person derives from a given 
increase of a thing diminishes with every increase in the stock 
that he already has.” 
Utility, as we have seen, can only be measured indirectly 
through the price that a man is willing to pay for the commo- 
dity. Stating the law in terms of prices then, 
Marginal unit. we may assume that a person will be just 
willing to pay Rs. 16 for one pair of shoes. 


The sum then measures the utility of one pair of shoes to him. 
epu. 
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The second pair obviously yields less satisfaction than the first,. 
and hence, for it he will offer less money, (say) Rs. 14. This. 
sum measures the utility of the second pair to him. For the 
third pair he will, according to the same reason, lower his offer 
further, say to Rs. 10. Then this sum measures the utility of 
the third pair. In this way, as he goes on purchasing more shoes, 
he will offer lower and lower prices, until a point will come when 
he will refuse to buy any more shoes. The last pair of shoes 
which he is just induced to buy at a given price is kncwn as 
marginal pair, and the utility that he derives from this pair is 
known as the marginal utility. Suppose, that he just buys three: 
pairs of shoes and no more. Then the marginal utility of shoes, 
so long as he buys three pairs, is measured by Rs. 10. We may 
then state the law in the following way :— 

*At any given time the marginal utility of any commodity to 
its owner decreases with every increase in the stock of that 
commodity." 


Y 


Fic. 15 
The law may be graphically represented in this way. Along 
OX (Fig. 15), we measure the units of the commodity (shoe) 
and along OY we measure the price that a man is willing to pay 
for different pairs of shoes. For OA pair of shoes, a consumer 
will pay AA’ price; for AB pair, he will pay BB’ price because 
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the utility of the AB pair will be less than that of OA pair of 
shoes. Similarly, for BC pair, he will pay CC’ price; for CD 
pair, DD’ price; the latter becoming less and less as he pur- 
chases more and more pair of shoes. A curve joining the points 
A’ B' C D' will represent the law of diminishing utility, and will 
have a negative slope. 

LIMITATIONS OF Law: The phrase, “at any given time,” 
points to an important qualification. If we take a certain period 
of time into consideration, the consumer's habits or tastes may 

change in the meanwhile. Hence it is no 
T he consumers exception to the law to say that the more good 
puo a ae music a man hears, the greater is his desire 
remain unchanged. for music; or the more a man drinks, the 
greater is his desire for additional drink. For, 
in the meantime, the consumer’s habit or tastes may have been 
altered. We must assume a period of time suitable to each 
occasion, It still remains true that at any given moment, given 
consumer's tastes and habits as fixed, successive units will yield 
smaller satisfaction than they did before. 

Similarly we must take the units to be of suitable amount, If 
earlier doses are very small, the marginal utility may rise at first, 

instead of falling. A very short holiday might 
If we take very S 
small units then Lot fully recuperate and soothe a man's work- 
marginalutility may worn faculties; while another holiday of 
eem double duration might yield more than double 
utility in soothing his nerves. Hence we must take units to be of 
reasonable and adequate amounts. These limitations are not thus. 
real limitations, They merely dot the i’s and cross the ts of the. 
law. 

There are certain groups of commodities, the marginal utility t 
of which does not diminish with every increase in the stock of i 
them. The collector of curios, or stamps, may desire additional 

: units of curio articles, or stamps with increasing 
o certain cases intensity, But according to Viner,’ this is no 
.&., stamps, margi- , 
nal utility may in- limitation, if we take a complete set as the 
ose proper unit of observation, For example, if 
there are known to be in existence two pearls of the same type, 


1 Viner, “The Utility Concept in Economic Theory" in the Journal’ of 
Political Economy, 1925. RT. 
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these two should be taken as one unit. The addition of pearls 
of the same type to this unit will yield diminishing utility. 


In some cases the marginal utility of a commodity depends, 
not only on the stock that the consumer possesses, but also on the 
stock possessed by other people. The marginal utility of one set 
of telephone, for example, rises with increasing use of telephones. 
Similar is the case with fashion or style commodities. But there 
is no doubt that at any given time, given the extent of the use 
of the commodity, the utility of additional units to an individual 
diminishes. For example, if the number of telephoneusers 
remains fixed, an additional set of telephone will yield lese 
satisfaction to the same person than that from the first set. 


In spite of these limitations, which are not of great importance, 
the tendency shows itself so widely and with so few exceptions 
that we can speak of it as universal. The law is important on the 
ground that it lies at the basis of the law of demand, and provides 
adequate reasons for the negative, i.e, downward, slope of the 
demand curve. 


TOTAL UTILITY AND MARGINAL UTILITY : Total utility is the 
sum of the utilities of all units possessed by a consumer. It is 
equal to the amount of utilities which we would lose if we were 
deprived of all units of the commodity. Marginal utility is the 
utility yielded by that unit of the commodity that a person is just 
induced to buy at a given price. To take the case of shoes, 
suppose that a person buys only three pairs. Then the total utility 
of shoes to him is measured by (Rs. 16+14-+10) or Rs.40, while 
marginal utility is equal to Rs. 10. 


It is marginal utility, and not total utility, that is measured 
iby price. A person will go on buying a commodity upto the point 
zt which its marginal utility to him will be just equal to the 
A price that he has to pay. It is the utility of 
Price measures mar- one more or one less unit of a commodity which 
[ed UT and influences its price, and not the nd of all 

| units of a commodity in our possession, It is 
evident, therefore that the concept of total utility is only of theoretical 
ümportance, while that of marginal utility is one of great practical 
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importance, No one knows, no one cares to know the total utility 
of all units of a commodity, say tea. It never enters into one's 
calculations. But the concept of marginal utility enters daily into 
practical life. The question which every buyer of commodities 
asks himself is where to stop. He has to fix a margin in every 
purchase, and in fixing it he has to decide whether one unit more 
or less is or is not as desirable as the money that he will have to 
part with. At last he decides to stop purchasing ;—he has arrived 

at the margin. It should be noted here that 
The marginal unit the marginal utility is not the utility of the 
is not the last unit. NS ce 

last unit ; it is the utility of one more or one 
less unit of a commodity, because physically all units are indistin- 
guishable. Thus the utility of one kg. of tea in my stock is 
the same as that of any other kg. including the last in the same 
stock. But the utility of one kg. of tea in a stock of five kgs. 
is greater, other things being equal, than the utility of one kg. 
of tea in a stock of six or more kgs. 


IMPORTANCE OF THE MARGIN: The price of a commodity 
tends to become equal to its marginal utility. As an individual 
goes on buying more and more units of a commodity, the utility 
that he derives from successive units tends to decline. He will 
stop at the point when the utility that he obtains from the last 
unit purchased is just equal to the price. This unit is known as the 
marginal unit, and the utility yielded by this unit thus becomes 
equal to the price. The concept of the marginal unit is thus of 
great importance in the theory of value. 


Tt has been stated that the utility of this marginal unit 
determines value. This is a wrong statement. Margins are never 
the causes of value ; rather margins, equally with value, are caused 
and determined by the interaction of the forces of demand and 
supply. Where demand and supply curves meet, they determine both 
value and the margin at the point of intersection. “Marginal uses 
and costs do not govern-value, but are governed together with 
value by the general relations of demand and supply." 


2 Marshall— Principles of Economics, p. 410. 
9 
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The marginal unit does not, therefore, govern value. Of 
course it is true that had the marginal unit been not available 

Wu . the value of the commodity would have been 
pepe ok, Aud nor different, But this is equally true of any 
by which, value is other unit, since by hypothesis, all units are 
determined. indistinguishable. It is not the demand for 
the marginal unit nor the cost of the marginal unit that determines 
value. Rather it is the total demand in equilibrium with the total 
supply that governs value. Moreover, the position of the marginal 
unit, as marginal unit, is itself dependent on the entire demand 
in equilibrium with the entire supply. Suppose that a boat could 
only carry nine men and it is already full Now, a tenth man 
jumps into the boat and sinks it. We cannot say that it is the 
weight of the 10th man alone that caused the boat to sink. The 
correct statement will be that it is the weight of nine men plus that 
of the 10th man that caused the boat to sink. Similarly, it is not 
the utility of the marginal unit that governs value; but it is the 
demand for cther units, plus the demand for the marginal unit 
that govern value. It is the entire demand and the entire supply 
that govern both the margin and the value. Margin is a point a£ 
which, and not by which, value is determined. 


That does not, of course, mean that the marginal unit has 
no influence on value. Marginal unit, like anv cther unit, is a 
part of the total supply and hence exerts some influence. The 
absence of the marginal unit, or the marginal buyer or seller would’ 
modify value, because the total supply or demand would then be 
different. 


The theory of marginal analysis is, however. important on 
the ground that the. margin is the focus at which we can best 
study the action of forces that determine value. 
We must go to the The inf 
erento stady, the e influence of forces that will cause any 
forces that govern. change in value will mostly be felt at the 
value. : A 
mergin. When the price of agricultural pro- 
l duce falls, the marginal land i.e., the land on which the cost of 
product'on is barely covered by the price, would be the first to be. 
thrown out. The margin is thus the centre, the focus. And so 
we should always go to the margin, we econcmists, and consider 
its wavs. i 
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AN ALTERNATE THEORY 


In recent years the theory of marginal utility has been 
criticised by a number of writers, notably by Professors Hicks 
and Allen. In the first place, it has been stated that the theory 
of marginal utility assumes that a consumer will be able to know 
the utility of any particular commodity in isolation, without 
reference to other commodities. This is, however, not the case. 
The utility of a commodity to an individual is always determined 
with reference to a large number of other commodities, Secondly, 
the theory assumes that utility can be measured. The problem 
of measurement of the utility of a commodity involves many 
assumptions of doubtful validity, which are not essential to the 
determination of value. According to Prof. Hicks, if we study 
the behaviour of consumers, all that we find is that they prefer 
one combination of goods to another. It is not necessary for 
economists to do more than merely take note of this fact, without 
assuming anything about the utility or satisfaction of individual 
commodities. In their opinion, an approach to the theory of 


'value along these lines would involve fewer and lesser complicated 


hypothesis than were necessary in the case of the utility theory. 


THE THEORY OF MARGINAL PREFERENCES *: Let us take the 
case of an individual who has a certain amount of money income 
which he proposes to spend on a number of gcods. "This indivi- 
dual, like most other persons, is probably accustomed to consume 
reasonably definite quantities of a number of commodities. He 
has certan habitual levels of expenditure, determined on the basis 
of the standard of living of his family. What he does is to adjust 
this expenditure from. time to time cutting down expenditure on 
some lines in order to spend more in other directions. He usually 
compares the modifications that are possible. 


' 


This individua] usually finds that a number of alternatives 
are open to him. He may for example decide to walk a longer 
distance to the bus stop and so save some money on transport, 
and spend it by taking his family to cinema. Or, he may try 
to save some money by spending less on his dress to give some 


* This theory is stated in terms of indifference curves for which see the. 


next chapter. 


132 AN INTRODUCTION TO ECONOMIC THEORY 


present on the occasion of his wife's birthday. All these alterna- 
tives are set against each other, and a decision is made, Once 
this decision is made, the individual is found to buy less of A 
and more of B at some time. We conclude that he prefers B to A, 
without attempting the difficult task of measuring the utilities of 
both A and B. Thus if we find that he is spending Rs. 10 less 
on A and Rs. 10 more on B, we shall simply say that he prefers 
ten rupees’ worth of B to ten rupees’ worth of A. 


If, after this adjustment is made, the individual does not 
attempt further to modify the scale of expenditure, we may 
conclude that after this substitution, his preference for ten rupees' 
worth more of both A and B is equal, and no advantage lies in 
further substitution of B for A. He has arrived at the margin 
in respect of a combination of these two commodities, 


MARGINAL RATE OF SUBSTITUTION: In the example discussed 
above, we have seen that our individual, when confronted first 
with a choice between ten rupees’ worth of A and ten rupees’ worth 
of B, preferred B to A. In other words, ten rupees’ worth of B 
was considered to be preferable to ten rupees’ worth of A. But 
once this substitution was made, relative preferences change ; 
and the increase in the stock of B decreases his preference for 
additional quantities of B while the decrease in the stock of A 
raises his preference for that commodity, This change in relative 
preferences was such that he was no longer prepared to substitute 
B for A. In other words, the relative preferences for one more 
unit of B and A are equal at this stage, and none will be substituted 
for the other. When relative preferences for two commodities are 
thus equal, the ratio of one commodity in terms of another has 
been given the name of Marginal Rate of Substitution (MRS). 


Marginal rate of substitution has been defined as the ratio 
between small units of two commodities which are equally pre- 
ferred. The marginal rate of substitution of B for A is the amount 
of B that is equally preferred to one small unit of A, In our 
example, ten rupees’ worth of .B was equally preferred to ten 
rupees’ worth of A. Let us suppose that the price of one unit 
of A is Rs. 2 and that of one unit of B is Rs. 5. In this case 
the ‘ndividual considers 5 units of A to be equal in preference 
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to 2 units of B. The marginal rate of substitution of B for A 
is, therefore, equal to 
5 units of A 


2 units of B ~ 
The ratio of the price of B to that of A is equal to 5/2. The 
marginal rate of substitition of B for A is, therefore, equal to 
the ratio of their prices, ie., equal to 5/2. The marginal rate 
of substitution of one commodity B for another A= 


5 
or — 
2 


One unit of A Price of B 
That amount of B which is equally * Price of A 


preferred to one unit of A 


DIMINISHING MARGINAL RATE OF SUBSTITUTION : In the theory 
of utility it is stated that more units of a commodity a person 
has, the less becomes the marginal utility of the commodity. 
This law of diminishing utility is replaced in this theory by the 
law of diminishing marginal rate of substitution. The more of 
B and the less of A an individual possesses, the less attractive 
an additional unit of B will appear in relation to the loss of one 
more unit of A. In other words, the marginal rate of substitution 
of one commodity for another decreases as an individual possesses 
increasing quantities of this commodity. The more units of B 
are substituted for A, the less will be the marginal rate of substi- 
tution of B for A. When the marginal rate of substitution of B 
for A is 5/2, the individual is indifferent whether he gives up 
5 units of A for 2 units of B. But once he substitutes 5 units 
‘of A for 2 units of B, he will no longer be willing to give up 
5 units of A for 2 units of B. As his stock of A has declined his 

for A increased, while that for B falls as he already 
has 2 units of B. The gain of 2 units of B will no longer compen- 
sate for the loss of 5 units of A. But he will probably be willing 
to substitute 3 units of A for 2 more units of B. At this stage 
he equally prefers either 2 units of B or 3 units of A ; and the 
marginal rate of substitution of B for A will be 3/2. In other 
words, the marginal rate of substitution of one commodity for 
another diminishes as a person has more of this commodity and 
less of the second. 


One advantage of this method is that it is more realistic 
than the theory of marginal utility. Unlike the latter theory, it 
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does not state that the demand for a commodity B depends on the 
desire of the consumers for that commodity alone. On the other 
hand, it expressly recognises the fact that the demand for a 
commodity depends, not only on the desire of the consumers 
for that commodity, but also on their desires for all other com- 
modities which they purchase or intend to purchase with their 
money. 


APPENDIX 
Tue DOCTRINE or ConsuMER’s SURPLUS 


The doctrine of consumer's surplus is a deduction from the law 
of diminishing utility. The price that we pay for a thing measures 
S only the marginal utility, but not the total 
It is deduced from utility. Only on the marginal unit, which a 
Bs e man is just induced to buy, the price is exactly 

equal to the satisfaction that he expects to 
get from that unit, But on other units that he buys, he enjoys 
some extra amount of satisfaction. He would be willing to pay 
higher prices for these units than what he actually pays for them. 
“The difference between the amount of satisfaction which a con- 


sumer obtains from purchasing things over that which he foregoes : 


by paying money for them is the economie measure of consumer's 
surplus. It represents the excess of satisfaction that he secures, 
the excess being equal to the difference between the utility of the 
goods acquired and that of the goods sacrificed. Had he been 
deprived of the commodity, he would then have been forced to 
spend the money on the purchase of other commodities from which 
he does not derive the same amount of satisfaction as before. 


In order to give definiteness to our ideas, let us take up the 
example of shoes given before, As we have stated already, from 
the first pair of shoes, a man expects to get satisfaction worth 
at least Rs. 16; from the second, he expects additional satisfaction 
worth Rs, 14. From the third, he expects additional satisfaction 
worth Rs. 11. Suppose that he is just induced to buy three pairs 
and no more. Since in a market there cannot be more than one 
price, the price that he pays for each pair is measured by that 
of the marginal pair ie, by Rs. 11. He will pay (11X3) or Rs, 33 
in all for the three pairs. But by hypothesis, he is enjoying from 
‘tho three pairs an amount of satisfaction worth (Rs. 16--Rs. 144- 
Rs, 11)=Rs. 41. Hence he enjoys a surplus of satisfaction from 
his purchase worth (Rs. 41—Rs. 33)=Rs, 8. Consumer's surplus 
is then measured by the difference between the total utility and the 
marginal utility multiplied by the number of units purchased. 


Pn 
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Fig. 16 illustrates the amount of consumer's surplus that an 
individual obtains from the consumption of a commodity. In 
fig. 16 price or utility is measured along OY, and the quantity 
is measured along OX. For OA amount of a commodity, an 
individual is willing to pay AA’, ie, he expects to get at least 
OAA'P' amount of satisfaction. Otherwise he will not pay a 
price equal to AA’. For AB amount, he will pay a price equal 
to BB’. That shows that he expects to derive ABB/A" amount 
of satisfaction from AB units. For the BC unit, he will pay 
CC' price which means that he expects to get from it satisfaction 


x 


Fic. 16 


equal to the area BCC’B’. If he purchases these three units, OA, 
AB and BC at the price CC', the aggregate sum of money that he 
spends is measured by the area OCC/P (ie, OX’XCC’). Hence 
the consumer derives from the purchase of OA, AB and BC units 
surplus satisfaction measured by the area PC'A/P". 


The amount of surplus satisfaction depends, in the words 
of Marshall, on our opportunities, or conjuncture, In modern 
societies, many articles are produced with great ease and with 
low cost, and hence sold at very low prices, whereas the satisfac- 
tion that we get from them is often very large. But in the less 
developed communities, the satisfaction that we would get from a 
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commodity would seldom exceed the dissatisfaction or the 
disutility of producing it. 


DIFFICULTIES OF MEASURING CONSUMER'S SURPLUS: Certain 
difficulties have to be faced in measuring consumer’s surplus im: 
terms of money, It must be assumed that 
ke eia anliy the spending of more or less money does not 
of money to be un. affect the marginal utility of money, or if it 
charges through- affects at all, must affect it to such a slight 
, degree that it can be ignored. This assump- 
tion is justified only when the expenditure on any particular 
commodity forms only a very small part of the total income. But 
when we have to consider the case of commodities, the expenditure 
on which forms a substantial part of the total income, the increase 
or decrease of expenditure on the commodity will alter the marginal 
utility of money and thus vitiate our conclusion. 


This difficulty is real, and limits the utility of the doctrine. 
Marshall’s reply to this criticism was that this difficulty was present 
in all economic problems and so was not special in the case of this 
doctrine. J, R. Hicks! has suggested a solution fcr this difficulty. 
According to him, the best way of looking at the problem is to 
conceive of consumer’s surplus in the nature of a gain in money 
income caused by the fall in the price of a comodity. A person 
will buy 4 pairs of oranges at 25 p. a pair. If the price falls 
to 20 p. he may decide to purchase only 4 pairs of oranges, 
and his money income will then have increased by 20 p. which he 
may spend on other commodities. Most probably with the relative 
change in prices, he may decide to buy more oranges, and less of 
other commodities, and so make himself better off. In any case, 
we can conclude that the consumer's surplus that he derives from 
the fall in the price of oranges will not be less than 20 p. 


Another difficulty arises when the aggregate consumer's 
surplus in a market from the consumption of a particular commo- 
dity is to be measured in terms of money. For 

eta in a market composed of different classes of 
i people, some of whom are rich and others are 
pcor, the spending of a rupee may mean greater sacrifice to the 


1Value and Capital, pp. 38-41. 
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poor than to the rich. Moreover, even if all persons possessed 
equal incomes, the tastes or sensibilities of different persons would 
vary. One person may desire a thing with greater intensity than 
another and hence he may be willing to offer a higher price for 

that thing; or alternately, even after paying 
Differences in the same price as the other person, his satis- 
eine aes faction will evidently be greater. But these 
difficulties do not put an insurmountable obstacle in the way of 
measuring the consumer’s surplus in a market, For, when we 
consider the case of a large number of people, the law of averages 
comes into operation. The high sensibility or wealth of a few 
persons for a thing will be balanced by the low sensibility or poverty 
of others so that on average, such differences of tastes or incomes 
may be neglected. 


Some eccnomists, like Patten, have argued that as a person 
goes on purchasing more and more units of a commodity, the 
intensity of his desire for earlier units diminishes, In other words, 
as he increases his purchases, his demand prices for earlier units 
fall, along with his satisfaction from their consumption. So our 
measurement of consumer’s surplus would be inaccurate. To take 
our example of shoes, as the person goes on buying shoes, his 
satisfacton from the first pair diminishes, and is much less than 

Rs. 16 when he buys the third pair. But “it is 
As one buys more highly improbable that a slight change in the 
and more units, the s « 
utility of earlier  COnsumption of anything would have an appre- 
unit decreases, ciable influence upon the utility of the earlier 

increments, because a considerable change in 
consumption is necessary to make us aware that any change in 
‘commonness’ has taken place"? Moreover, this misconceives the 
"method of determining the [ists of demand-prices. The cbjection 
would have been valid, if the list of demand-prices indicated the 
average utility of the different units. In our example, the utility 
cf the first pair of shoes is Rs, 16. When he buys the second 
pair at Rs. 14, the average utility of the two pairs will be Rs. 15. 
: When he buys the third pair at 11. the average utility of a pair 
falls to Rs.13-6. Hence if our demand curves measured only average 
utility, then as a man went on buying more and more of a thing, 


2 Pigou. "Some remarks on utility” in the Economic Journal, 1909, 
page (5, 
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the average utility of the earlier units would have fallen. But the 
list of demand-prices indicates additional utility of additional units. 
The utility of the second pair is the utility that a person gets im 
addition to the utility of the first pair of shoes. And this utility is 
measured by Rs. 14. In that case, subsequent purchases would 
not affect the utility of earlier purchases. The objection is therefore 
not valid. y 


Another difficulty is that we cannot draw the earlier portions 
of the demand curve which are purely hypothetical. We ourselves 
do not know how much money we would offer, 
We do not know if we are threatened with the almost complete 
sees demand Joss of a commodity. For example, we cannot 
know except by mere guess-work, what a 
person will be willing to offer for one pair of shoes, had it been 
known that there is only cne pair of shoes in existence. Hence 
the demand-price of a commodity is a mere guess-work except in 
the neighbourhood of customary prices. But this is a mere 
theoretical difficulty, and not a very serious one. For, the pract-cal 
applications of the dcctrine are concerned more with the reactions 
on the amounts of satisfaction consequent on changes in prices in 
neighbourhood of customary prices, than with hypothetical scarcity 
prices. What we want to measure is the changes in the aggregate 
consumer’s surplus made by small changes in prices (e.g, in 
problems of taxaticn). However defective our list of demand-prices 
may be, it is fully sufficient for the purpose. 


Some dificulty is introduced in the measurement of consumer’s 
surplus, owing to the presence of substitutes, or complementary 
goods. Tea and coffee are often taken as the 

Difficu'ties owing to typical example of substitutes. If tea could not 
the Res of sub- je had at all, people would probably take to 
coffee. Their loss of satisfaction owing to the 

absence of tea would be substantial no doubt, but if both tea and 
cofiee were absent, their loss would be far greater. For, in that 
case, they would have no coffee to fall back upon. Thus the total 
utility of both tea and coffee is greater than that of tea plus that 
of coffee determined cn the supposition that when one is absent 
the other is present. Hence even if we add together the total utility 
obtained from both tea and coffee, that would not measure the total 
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amount of satisfaction from their consumption. To meet this 
difficulty, Marshall suggests that in these cases, we should consider 
both tea and coffee as one commodity ; and group the goods, which. 
are substitutes, under one common demand schedule. 


To determine the total utility of a commodity which is one 
of the necessaries of life is a very difficult task. Often the satis- 
^ faction from their consumption is negative. 
m RR Frider, That is, we do not actually feel any positive 
saries is often nega- satisfaction from them, But we would seriously 
Fire, andl Stalin miss their loss. Rather than be deprived of 
them, we would offer everything we possess. The consumer’s 
surplus is thus often indefinite, This is true, not only of necessaries 
of life, but also of conventional necessaries, In order to meet this 
difficulty, we may adopt the suggestion of Patten, and distinguish 
between a “pain economy” and a “pleasure economy." The first 
is the stage when a person consumes only the absolute necessaries 
to support life, “to prevent hunger, thirst, freezing ; to ward off 
pain, not to yield satisfaction”, The second stage begins after the 
first, when a person has got more than enough to support life, 
when positive satisfaction begins. Consumer’s surplus can be 
measured only in the second stage. 


Similarly, with regard to commodities which satisfy primarily 
the desire for distinction, total consumer's surplus is often indefinite. 
jo a These things (ie., diamonds) possess prestige 
plus of articles Value. And the satisfaction from such articles 
Possessing prestige would decrease materially, if their price falls 
value is indefinite, f : 2 ‘ 

rom the previous high level, For example, if 
the price of diamonds falls from the present level, its high utility 
to present users would vanish. Hence in the case of such articles, 


a fall of prices will not always increase the amount of consumer’s 
surplus. 


Prof. Nicholson had cast serious doubts on the utility of the 
whole doctrine, “Of what avail is it to say that the utility of an 
j income of (say) £100 a year is worth (say) 
Poan iai m £1,000 a year?" According to him, the 
real. doctrine is thus purely hypothetical and 
j arbitrary. This is not correct. The doctrine 
points out the very important benefits that we derive from our 
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economic environment, if we compare the conditions now with those 
of another, For, as Marshall points out, the question would be 
of some avail if we compare the conditions in Central Africa 
with those in London, There are many things, many amenities of 
life, which are available in London, but not in Central Africa. 
Hence we can say that a person with an income of £1,000 in Central 
Africa is almost as well off as a similar person with £100 in London, 
Moreover, it must be pointed out that ordinarily we do not want 
to measure the total utility of income, but we want to know the 
amount of changes in consumer's surplus brought about by small 
fluctuations in prices. And for this purpose the doctrine is quite 
appropriate. 


Though the exact measurement of consumer’s surplus is not 
always possible, the doctrine is, however, not fanciful. It is neither 
hypothetical, nor unreal, because it is a generalisation from our 
ordinary ideas. “Though that surplus may not be clear at the 
lower end of the scale of consumption, where bare necessaries 
lone are bought, or at the upper end, where mere vanity is 
satisfied, it is unmistakable in regard to what may be called the 
«true enjoyments of life.” 


THEORETICAL AND PRACTICAL UTILITY OF THE DOCTRINE: The 
'concept of consumer's surplus was first introduced by Marshall, 
. “to put familiar language in a firm compact 

Tt measures the A 
differences between Shape, ready to serve as the basis for further 
yalue-in-use and study.” The doctrine points out the important 
quinsin-eschange, fact that the price of a commodity does nct 
always indicate the exact amount of satisfaction derived from it. 
Tt provides a satisfactory explanation of the fact that for many 
‘commodities of ordinary use, like salt etc., the value-in-use and 
‘the value-in-exchange differ, and it provides a tool for a somewhat 
rough measurement of this difference. Secondly, it enables us to 
compare the amount of real income, or the 
Tt enables us to flow of utilities that a member of one country 
Mr as enjoys in relation to that of the members of 
another country; that he enjoys during the 
‘present period in relation to some past period. Thirdly, it may 
be of some importance to the monopolist. He may fix the price «f 


F 


/ 
f 


his articles so high as to leave no consumer’s surplus to any 
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customer. But in that case, he may have to fear the opposition. 
$ t of c.nsumers, or public intervention. So with 
Sed aan a view to safeguard his monopoly, he may 
lems of the theory lower his prices so as to leave a certain amount 
of monopoly. x ; 
of consumer's surplus. He will be prompted 
to do it the more so, if he is actuated by the regard for public 
welfare, or for extending his future business. Present low prices, 
by making people familiar with the use of his artcle, would 
ultimately lead to an increase of demand, and 
It helps us to mea- hence to increased profits. Fourthly, as: 
Qus shes asino. ch oe hall points out, gains from international 
international trade. um Domos BRI Y B 
trade may be measured in terms of an increase 
of consumer's surplus obtained by inhabitants of countries trading 
with each other. Fifthly, the doctrine is of special importance in 
problems of taxation. It may be of service to the Finance Minister 
in deciding how much injury would be done to consumer’s surplus 
by an additional tax of a few p. per maund' 
ise "ees, on salt, or that on sugar. If the commodity is: 
of change of taxes one, whcse production obeys the law of 
Ee increasing returns, price of the article m'ght 
be raised by more than the amount of the tax ; whereas, if it obeys 
the law of diminishing returns, price might be raised by less than 
the amount of the tax. Hence the loss of consumer’s surplus would 
be larger in the first case than in the second case. Prima facie, 
other things being equal, a tax on the second type of commodities 
is to be preferred to that on the first. The opposite happens im 
the case of bounties. Thus interlaced with many intricate problems 
of economic theory, the doctrine of consumer’s surplus rema‘ns a 
very serviceable engine for the discovery of concrete truth, 
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ON INDIFFERENCE CURVES 


The theory of value whose basis is the concept of utility has 
been criticised in recent times. The Marshallian utlity analysis, 
it is argued, proceeds on the basis that there is only one commodity 
which an individual consumer will buy at a time, and our task 
is to measure the utilities of different units cf this commodity. 
This assumption is not realistic in the theory of consumption, 
because consumers are usually interested in a combination of related 
goods, Moreover, this analysis assumes that utilities of different 
commodities can be measured. This is difficult, if not impossible. 
It is, therefore, better to have an analysis which avoids.these 
difficulties. The indifference curve analysis seeks to achieve this 
objective. The ind‘fference curve, a geometrical device, was stated 
by Edgeworth in his book, Mathematical Psychies, and was later 
developed by Pareto. 


The analysis starts with the assumption that an individual 
consumer can substitute one commodity for another. This is more 
or less true with regard to the vast majority of commodities. If 
‘it is possible to substitute one commodity A (say, a piece of dhoti) 
for another B (say, a shirt), a consumer can then find several 
combinations of these two commodities which are equally preferred 
by him. For example, he may consider 12 units of dhotis plus 
2 units of shirts to be equally preferable to another combination 
of 11 units of dhotis plus 3 units of shirts, It is possible to prepare 
a list of such preferences. 


12 units of dhotis plus 2 units of shirts. 
1l units of dhotis plus 3 units of shirts. 
10 units of dhotis plus 5 units of shirts. 
9 units of dhotis plus 8 units of shirts. 
| ete, ete., etc. 


Let us measure units of dhotis along OX and units. of shirts along 


4 OY. We can then draw, up a curve, joining these points, ==, 
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The curve in Fig. 17 represents a particular scale of preferences 
for dhotis and shirts on the part of a consumer. Take two points 
N and M on the curve. An individual may prefer a combination 
of OB dhoti plus OB; equally with another combination of OA 
dhotis plus OA, shirts. Each set of two commodities is equally 
preferable to him, and he is indifferent as to which combination 
of dhotis and shirts he buys provided that the points lies on the 
same curve. This curve is called an indifference curve. This 
curve has a negative slope on account of the fact that as the 
quantity of a commodity increases, that of another must decrease. 
‘Otherwise the combination will not be equally preferable. A con- 
‘sumer may equally prefer a combination of 10 units of dhotis plus 
5 units of shirts, or a combination of 9 units of dhotis plus 6 units 
‘of shirts. But his preference for a combination of 10 units of 
«lhotis plus 5 units of shirts must be less than his preference for 
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another combination of 10 units of dhotis plus 6 units of shirts. 
The slope of the curve will be determined by what has been called 
‘the marginal rate of substitution of one commodity for another. 
The marginal rate of substitution of shirts for dhotis is equal to 
the units of shirts necessary to offset the loss of the marginal unit 
cf dhoti. This rate increases as the number of shirts in the 
-possession of ihe consumer increases. When a consumer possesses 
12 units of dhotis and 2 units of ehirts, one more unit of shirts may 
be a substitute for one unit of dhoti. But when he possesses 11 units 
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of dhotis plus 3 units of shirts, he may demand 2 units of shirts 
to compensate him for the loss of one more unit of dhoti, In other 
words, the more of shirts and the less of dhotis a consumer possesses, 
the less will he prefer an additional unit of shirts to another unit 
of dhotis. This follows from the law of diminishing utility which, 
in its new form in this analysis, is known as the law of diminishing 


substitutability, 


Each indifference curve, therefore, represents different combi- 
nations of two commodities that a consumer will equally prefer. 
Given the different scales of preferences of the consumer, we can 
draw up any number of indifference curves, 
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If two points P and Q, are on the same indifference curve, 
it shows that a consumer will prefer a combination of OA units 
of dhotis plus OA; units of shirts equally with another combination 
of OB units of dhotis plus OB; units of shirts, But if two points, 
P and Py, are on two different curves, the consumer will prefer 
any combination on the curve T» to a combination on the curve T; ; 
any combination on the curve I; to another combination on the 
curve Ig and so on. 


The indifference curve analysis is a powerful tool. An 
important merit of this analysis is that it does not have to assume 


10 
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that utility can be measured in units. All that is necessary is 
to make the assumption that preferences for all combinations of 
two commodities on the same curve are equal. 


PROPERTIES OF AN INDIFFERENCE CURVE: It is necessary to 
examine the reasons for the particular shape of the indifference 
curve that has been drawn, The first property is that an indifference 
curve always slopes downwards to the right. To prove the validity 
of this statement, let us examine the implications of a differently 
shaped indifference curve. If an indifference curve does not slope 
downwards to the right, it may either slope upwards to the right 
or may be horizontal. If an indifference curve slopes upwards to 
the right, it means that a combination containing smaller quantities 
of both the commodities is equally preferable to another combina- 
tion containing larger quantities of the two commodities. Since 


> f 


Fic. 19 


both the points p and q are on the same indifference curve II, a 
combination containing Op units of one good plus pp units of 
the second good will be equally preferred to another combination 
of Og units plus qq units. This is really absurd as a combination 
containing, say. 6 shirts and 8 dhotis cannot be equally preferred 
to another bund.le containing 4 shirts end 6 dhotis. So an indiffer- 
ence curve cannot slope upwards to the right as in Fig. 19. 
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If the indifference curve is horizontal, as in Fig. 20, it indicates 
that a combination containing Op units of one commodity plus pq 


Y 
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units of the second commodity. will be equally preferred to another 
combination containing the same quantity of the first commodity 
but larger quantities of the second commodity. A bundle con- 
taining 4 shirts and 8 dhotis will always be more preferable than 
another bundle containing 4 shirts and only 6 dhotis, Hence an 
indifference curve will always slope downwards to the right. 


Secondly, an indifference curve will always be convex to the 
origin as in figs. 17 and 18. This is because of the operation of 
the principle of diminishing marginal rate cf substitution of one 
commodity for the other. The fact that an indifference. curve is 
convex to the origin and gets flatter to the right implies that the 
marginal significance of a commodity will tend to decline as the 
consumer acquires more and more units of that commodity, As 
the amount of one commodity increases in a combination of two 
commodities, that of the second commodity must diminish pro- 
gressively if the consumer is to remain on the same indifference 
curve : Le, if he is to prefer both the combinations equally, A 
consumer may probably prefer a bundle containing "Yl dhotis 
and 3 shirts equally to another bundle containing 10 dhotis and 


. 5 shirts, But it is extremely unlikely that he will give equal 


preference to two bundles, one containing 11 dhotis and 3 shirts 
and the second containing 10 dhotis and 3 shi . The slope of 
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the indifference curve measures the marginal significance of one 
commodity in terms of the second, and since this tends to diminish 
as increasing amounts of the first commodity are added to the 
combination or are acquired, the shape of the curve has to be 
convex to the origin. 

Lastly, two indifference curves cannot intersect each other at 
any point, To prove that this is always the case, let us take two 
indifference curves which intersect each other at the point p as 
in fig. 21. 


o X 
Fic. 21 

Let II and Ll, be two indifference curves which cut each 
other at the point p. All points on one indifference curve represent 
combinations which are equally preferable to a consumer. Since - 
the points p and q are on the indifference curve Ll; they represent 
equally preferred combinations. In other words, a consumer is 
ándifferent whether he gets a combination containing Op units of 
the first commodity plus pp units of the second commodity and 
another containing Oq units of the first commodity plus qq units 
of the second commodity. Similarly, since the points p and r are 
on the same indifference curve Iii, a consumer will give equal 
preference to a byadle containing Op units plus pp units and to 
another containip£ Oq units and qq units. From this, it is clear 
that on the Basis of these assumptions, a bundle containing Oq 
units of the commodity plus qq units of the second commo- 
dity will be ally preferable to another containing Oq units 
of the first plup Op units of the second commodity since both 
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these bundles are equal to that containing Op units plus pp units, 
This is not possible. A bundle containing 5 shirts plus 10 dhotis 
cannot be preferred equally to another containing the same number 
of shirts plus 12 dhotis (pp is larger than qq). This absurd 
result occurs because we assumed that the two indifference curves 
could cut each other, Hence it is quite clear that no two indifference 
curves will ever intersect each other. 

Thus as indifference curve slopes downwards to the right, 
and is convex to the origin, none of them can be horizontal or 
intersect each other, 

AN INDIFFERENCE CURVE AND A DEMAND CURVE; The indiffer- 
ence curve analysis may be utilised to draw up the demand curve in 
the following way, Let us assume that an individual has a certain 
income (say, Rs. 50) which he will spend on two commodities, 
dhotis and shirts. Prices of these are fixed for the consumer, 
and will not be affected by his purchases, which is the usual fact in 
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the consumer market under perfect competition, We measure 
units of dhotis along the OX axis and units of shirts along OY. 
When the consumer spends the entire sum on dhotis, he will buy 
OR units of dhotis. This is found out by dividing the sum (Rs. 50) 
to be spent by the price (P) of dhotis, If he spends the entire 
sum on shirts, he will buy OQ units of shirts. If Q and R are 
connected by a straight line, this line QR will represent possible 


t 
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combinations of dhotis and shirts that the consumer will buy with 
Rs. 50 at different prices of these commodities. The line is called 


the price line. The slope of the price line is oe . Now 


p MBOUme i 
9g =e Price pin PL E -So the slope of this line represents 


Price of dhotis P 
relative prices of dhotis and shirts. 


Let us next draw up a series of indifference curves lı, Is, I, 
I;, showing different scales of preferences of a consumer. Two 
of these curves intersect the price line at two points, the third 
curve I touches the price line at P and the fourth curve Is is well 
above the price line. The point P where the curve I touches the 
price line RQ will yield the most preferable combination. This 
is obvious from fig. 22. Any combination on the lower indifference 
curves I; and Is must be less preferred than that on the higher 
indifference curve I. From indifference curve Is, we find that a 
consumer will give equal preference to a combination of OA units 
of dhotis plus P,A units of shirts, or to that of OA; dhotis plus 
MA, shirts. But he will certainly prefer a combination of OA units 
of dhotis plus PA units of shirts to that of OA units of dhotis 
plus PA units of shirts to that of OA units of dhotis plus PA units 
of shirts. Hence any combination on the higher indifference 
curve I will be preferred more than any other combination 
on the lower indifference curves I, and Iz. It is of course true 
that any point on the highest indifference curve I; will yield a 
more preferred combination than one on the curve J. But given 
the individual’s income fixed at Rs. 50, his income will be insuffi- 
cient to buy a combination of commodities on the highest curve Is. 
The point P on the indifference curve I, therefore, yields the most 
preferred combination, given the fixed money income of the 
consumer, who will spend Rs. 50 on buying OA units of dhotis, 
and PA units of shirts. 


When the price of dhotis rises, a consumer may be forced to 
purchase smaller quantities of dhoti with the same money income. 
As the price of shirts remains the same. units of shirts to be 
purchased with the entire income remain the same, But units of 
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dhotis purchased will fall down from OR to OR;. The new price 
line will be QR;. 


This line will be touched by another, a lower indifference 
curve, at Pı, and the consumer will now purchase OA; units of 
dhotis plus PiA; units of shirts, instead of OA units of dhotis 


Y 


plus PA units of shirts. If the price of dhotis falls, the consumer 
can purchase large units of dhotis (i,e., larger than OR), so that 
the new price line will be QR», and a higher indifference curve 
touches this line at Po so that the individual will now purchase 
OAs units of dhotis plus PsA» units of shirts. If the price line 
is allowed to take on all possible positions consequent on changes 
in the price of dhotis, all these points, when joined together, will 
determine the demand curve for dhotis relative to the price of 
shirts. 

‘Let us also derive another curve showing different combina- 
tions of two commodities that a consumer will buy if his money 
income changes. This is shown in figure 24, 


When money income is equal to Rs, 50, the price line is 
QR as before and the point P at which the indifference curve I 
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touches the line QR shows the best possible combination of dhotis 
and shirts, given the same income and prices of both. If money 
income rises to (say) Rs. 75, while prices remain the same as 
before, a consumer can now buy OR; units of dhotis (instead of 
OR) or OQ; units of shirts (instead of OQ units). The new price 
line Q;R; is touched by a higher indifference curve I! at Pt. The 
consumer will then move on to P; the new equilibrium position, 
where he will buy OA; units of dhotis plus P4Aı units of shirts. 
The line joining the points PP, will show how consumption will 
change with changing incomes if prices remain unchanged. 


Fic. 24 


This curve can be combined with the curves in fig. 23 to 
show the effect of changes in the price of a commodity on its 
sale. When the price of dhotis falls from the original position, 
a consumer will usually purchase larger quantities of dhotis. This 
takes place in two ways. A fall in the price of a commodity is 
tantamount to a rise in money incomes, so that the new price 
line moves from QR to QiR;, and the consumer moves to a higher 
indifference curve I, which touches the price line QiRi at 
Pı. This is what is called “the income effect.” Secondly, fall 
in the price of dhotis relatively to that of shirts will induce the 
consumer to substitute dhotis for shirts, This is called the 
“substitution effect.” The consumer will then move from P' to P? 
at which the indifference curve touches the price line QR». 
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We have stated that when income rises, a consumer will 
purchase larger quantities of both the commodities. But in some 
cases, the consumer may buy less of a commodity as his income 
rises, These are called “inferior” articles, which are largely con- 
sumed at low levels of income, but are replaced by other goods 
or goods of better quality when a man gets richer. 
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So far we have discussed the concept of the indifference 
curves on the basis of two commodities, The analysis may easily 
be applied when three commodities are purchased by the consumer. 
We would then need three dimensions to represent the relative pre- 
ferences. We can draw indifference surfaces whose shape will 
be something “like saucers resting on the three side of the corner of 
a box.” If, however, prices of a number of commodities changes in 
the same proportion, that group of commodities can be taken to be 
like a single commodity, Indeed we may define a commodity as a 
class of goods whose price changes proportionately.? Hence if 
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relative wage rates for different groups of labour change propor- 
4ionately it will do no harm if labour is taken to be one commodity. 

We can also draw up a market demand curve. Demand for 
a commodity in a market is the sumtotal of the demand of a group 
of individuals, and as such it has almost the same properties as 
individual demand curves. Certain peculiarities should, however, 
be noted. If the price of a commodity changes, there will be two 
ellects on. its demand,—a substitution effect and an income effect. 
Each individual will tend to substitute dhotis for shirts when the 
price of the former falls. This substitution effect is likely to be 
the same in the case of individuals. So the group substitution 
effect will be the same as the individual effect. But we cannot 
make this assumption with regard to the income effect. A commo- 
dity may be regarded as "inferior" by a section of individuals in 
the market, while others may regard it as “normal”, In other 
words, the first group of people will buy less of it, while the second 
group will usually buy more. So we cannot be sure about the 
income effect in a market. But, if people who buy in the market 
spend a small proporticn of their income on the commodity, the 
income effect may be assumed to be negligible. So the market 
demand curve for a commodity will slope downwards in all cases 
where a commodity is not definitely an inferior good to the majority 
of the people. In general, substitution effect will be dominant, and 
some negative income effect (as in the case of inferior goods) may 
ibe more than counter-balanced by a large substitution effect. 


PART Hi PRICE DETERMINATION 


CHAPTER XID 


MARKETS 


From time immemorial all exchange operations have been 
«carried on in some market place. In fact, that the progress of indus- 
trialization is dependent on the evolution of 
‘Exchange presup- wider and more perfect markets. Jf market 
poses a market. E VIE 
for a commodity is extremely limited, output 
of that commodity will also be limited. As the market widens, and 
with it, demand increases, its production will be stimulated. As 
Adam Smith pointed out long ago, division of labour is limited 
by the extent of the market. Hence the importance of a study 
of the features of a market before we start seriously to analyse the 
thecry of value. 

DEFINITION OF MARKET: In ordinary language, the term, 
market" refers to a certain place where goods are offered for sale. 
'The weekly village fair, where both sellers and 
buyers throng, and conduct their various 
transactions leisurely and noisily, is the best 
illustration of a market of ordinary speech. But in economic theory, 
the term ‘market’ does not refer to a place or any region ; rather, 
it refers to a commodity or commodities, which are bought and 
sold under given conditions. For example, when we speak in 
economies of the wheat market, we do not refer to the particular 
place where wheat is bought or sold. Similarly, the stock exchange 
market refers, not to any definite place, but simply to the fact that 
shares are freely bought and sold at competitive prices. 


What is a market 
in economic theory? 


A market may be classified in three ways :—according to 
"space, according to time or according to the nature of competition, 
Á ! The area of a market depends on the nature 
ien pt accor- of competition. If competition is world-wide, 
E Á the market will be international; if it is only 

nation-wide, the market will be national; if it is local, the market 
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will be local. Hence markets may be international, national or 
local. Gold and silver are examples of commodities that possess. 
an international] market ; while at the other end of the scale come 
such extremely perishable articles like milk, fresh vegetables, etc.,, 
whose market is generally local. 


A market may also be classified with regard to the period. 
of time which is under consideration. If the period is short, say, 
for a day only, the supply of a commodity 
at the command of the sellers is fixed for the 
time being, and price will be influenced mainly 
by the forces of demand. If the period is longer, supply will be 
influenced by the cost of producing additional output ; and the 
predominant influence on value will be the forces of supply. 
Marshall divides market into four classes on the basis of the period, 
of time :—short period, moderately long period, long period, and 
secular period. The importance of the classification will be treated. 
in a subsequent chapter. 


Classification ac- 
cording to time, 


CONDITIONS FOR A WIDE MARKET: The general tendency in. 
the modern world is for widening markets for a commodity. The 
present industrial revolution has been made 
possible by the opening out of wide markets. 
And the industrial revolution, in its turn, is. 
giving rise to factors which are causing an extension of markets.. 
For example, the use of railways, telegraphs, telephones, etc., is 
tending to make the whole civilized world almost as one market.. 
Nevertheless, there are some special factors which explain why 
some commodities have world-wide markets, while others have a. 
local market. Conditions which make for a wide market for a 
commodity are the following :— 


Factors making for 
a wide market, 


(a) Universal, or very wide demand. Clearly the larger the- 
demand, the wider may be the market for a commodity. 


(b) Portability. Commodities should be durable and portable, 
ie. they should possess large value in small bulk. Gold and silver- 
are examples of commodities which are durable and have consider- 
able value in small bulk, and hence possess wide markets. While 
bricks have small value in proportion to their bulk and cannot, 
therefore, be carried to a long distance. Hence their market is. 


MARKETS 157 


confined to local areas. Fresh vegetables are not durable, and 
hence their market is also limited. 


(c) Suitability for sampling. 1f exact samples of commodity 
can be sent to purchasers at a distance they can buy it, being 
confident that it will come upto a given standard. If the commo- 
dity is such that its samples cannot be taken, then the purchaser 
must be on the spot to buy it. The market for it will be small in 
area. Whereas if samples could be sent it could be bought and 
sold over a wider area. 


(d) Suitability for grading. If, further, the commodity could 
be graded, i.e., if the standard of quality is fixed by a competent 
authority, then the purchaser could buy it without even seeing the 
samples. Hence the commodity could be exchanged over a far 
wider area. For example, the quality of coal produced in India 
is certified as first class coal, second class coal, etc., by the Coal 
Grading Board ; and the purchaser in the Far East could send orders 
for first class coal, without seeing the sample. 


The more a commodity satisfies these features, the wider will 
be its market. The best examples of commodities possessing an 
almost international market are furnished by 
The market for the precious metals and stock exchange secu- 
gold and silver. eu 1 ; j ; 
rities of international reputation. The precious 
metals are in demand everywhere, and they are also easily cog- 
nizable, portable and extremely durable. Hence they are bought 
and sold all over the world. The market for cotton, wheat, iron, 
copper, etc., is alsọ, to some extent, world-wide. 
The market for ^ As important raw materials of industry, they 
wheat, cotton, etc. T f 
are in demand in every country. They have 
been suitably graded and sampled ; and though they possess less 
value in proportion to their volume, they are yet portable. Hence 
their markets are highly organized. 


On the other side come such articles as fresh. vegetables, milk, 
etc. Though they are in general demand, yet 
The market for they are extremely perishable, and bulky. And 
law ium so they cannot be carried over to long distances. 
: Sampling and grading are also difficult. Hence 

they have only a limited local market. 
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MARKETS AND NATURE OF COMPETITION: It is now usual to 
classify markets on the basis of competition prevailing in the 
market. The classical writers assumed the 

poe competi; existence of perfect competition in their defini- 
tion of a market. But very few of them 


analysed the implications of perfect competition. In order that 


competition may be perfect in a market for a commodity, it is 
necessary that there should be a large number cf buyers and sellers 
so that no single buyer or seller can influence the market price by 
his independent action. Each seller accepts the price prevailing 
in the market and proceeds to sell his output without causing any 
decline in the price. Suppose that there are about 1.000 sellers of 
a commodity, each selling 20 units. The total supply is 20,000 units. 
If a seller increases his output by (say) 5 per cent, the total supply 
will be increased by only one unit. In the place of 20,000 units 
previously sold, 20,001 units have now to be disposed of. "This 
will not affect the market price of the commodity. 


Secondly, units of the commodity bought and sold by all buyers 
and sellers should be exactly similar in quality. Buyers should 
think that the units of the commodity sold by one seller were not 
different from those sold by another. 


A third condition is that buyers know the prices charged by 
different sellers in the market and try to buy at the lowest price 
possible. 


In such a market, there can be but one price for any one 
commodity at a particular time. If not, let us suppose that sellers 
are charging two prices for the same commodity. Since all buyers 
know the prices prevailing in the market, they will all go to those 
sellers who are charging lower prices. If these sellers control a 
large portion of the total supply, other sellers will then be forced 
to lower their price to the level charged by the former. If, on the 
other hand, sellers offering to sell at the lower price control a 
small supply, competition among buyers will induce them to raise 
the price to the level at which other sellers will sell. Hence under 
perfect competition, there can be only one price for a commodity 
at a given time, 

While classical writers assumed that the existence of such 
perfect competition was the rule in almost all markets, th's is no 
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longer accepted as valid. In fact, there are very few markets im 
which competition may be said to be perfect. Probably the only 
example of such markets is to be found in the case of commodity 
exchanges for wheat, cotton, metal, etc. These markets deal in. 
standardized commodities, and the vast majority of buyers and 
sellers are, more or less, experts in their lines. In the majority 
of markets, the presence of perfect competition is rare. Hence the: 
practical importance of perfect competition is not very great. But 
the concept has still value from the standpoint of economic theory.. 
When competition is perfect, this would secure the most efficient 
organization of production and the best utilization of consumer'& 
goods and productive services. Hence we propose to begin our 
studies by an examination of the factors determining value under 
conditions of perfect competition, bearing in mind the fact that 
in the real markets competition is seldom perfect, 

Some writers also make a distinction between perfect competi- 
tion and pure competition. According to them, pure competition, 
ie, the absence of all monopolistic tendencies, exists when the 
number of buyers and sellers is very large so that no one of them 
may influence the market price by his action and when all sellers 
sell a completely homogeneous product. Perfect competition will, 
however, exist where, in addition to the above two conditions (i.¢., 
a large number of buyers and sellers and a homogeneous product) , 
entry into the industry is unrestricted and all producers are able 
to buy the services of factors of production on the same terms. 

- MARKETS AND THE ABSENCE OF PERFECT COMPETITION : "The 
“usual markets in which consumers buy are characterised by am 
absence of perfect competition. The average consumer has seldom 
any expert knowledge of the goods and services he buys, These 
markets are usually characterised by what has been called imperfect 
competition. 

Competition will be imperfect in a market if buyers do not 
know the price charged by different sellers, and either because of 

their ignorance or inertia, or costs of transport, 
eran gom- they do not try to buy in the cheapest market. 
It will also be imperfect if buvers believe that 
there are differences (real or supposed) in the qualities of commo- 
dities sold by different sellers, Or, if there are only a few sellers 
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of a commodity, each selling a substantial part of the tota] supply, 
competition will also be imperfect. In an imperfect market, sellers 
may charge more than one price for a commodity to different 
buyers, 


REAL MARKETS—A MIXTURE OF COMPETITION AND MONOPOLY : 
Markets, characterised by perfect competition, may be found in 
real life. Such may be the case with the stock markets where 
shares and securities are bought and sold, or with the grain markets 
where the principal agricultural crops like rice or wheat are sold. 
These are more or less standardised commodities, bought and sold 
by a large number of dealers who possess expert knowledge of the 
market conditions, But such markets are comparatively rare. This 
will be obvious if we analyse the conditions of perfect competition, 
‘Competition is perfect when there are many sellers and buyers, 
selling or buying exactly the same commodity at a price known 
by everybody. The markets of real life may contain many sellers 
and buyers, selling the same commodity. But buyers may not 
always know the price charged by different sellers through ignor- 
ance, or may buy from a seller charging a slightly higher price 
through force of habit, or because of the costs of transport etc. 
They may buy from Manicklal because he happens to be the friend 
of their brother without caring to ascertain whether he js charging 
the lowest price or not. Or they may buy from a shop because 
‘everyone who is worth knowing happens to do the same. They 
may buy from a particular seller or the products of a particular 
manufacturer because they believe that he is supplying a better 
quality products. Producers sell their products in different brands 
or labels, and try, through constant advertising and high pressure 
salesmanship, to convince the buyers of the superiority of their 
article, Buyers may thus be unconsciously swayed in favour of a 
particular brand. Or there may be a few sellers, each selling a 
comparatively large output. In all these cases markets are 
characterised by the existence of monopoly and competition, "Thus 


the markets c real life contain both monopolistic and competitive 
elements. 


Similarly absolute monopolies are rarely found. A perfect 
monopoly signifies an entire absence of substitutes of any kind. 
The Calcutta Electric Supply Corporation may be taken as a good 
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ustration of a monopoly. It is of course true that nobody else 
produce or sell electricity in Calcutta. But consumers may 
“use gas, or burn kerosene lamps if the price of electricity is raised 
- too high. In other words, even the most absolute monopoly has 
to face some competition from substitutes, actual or potential. The 
‘monopolistic position of jute is now being threatened by the growing 
. resort to the use of cotton and paper bags and by bulk handling 
_ of grain. In another sense almost every commodity is a substitute 
for other. Our incomes are limited, and we buy one thing we 
have to forego the use of some others. We are always weighing 


every commodity is at some stage a substitute for others. Thus 
= t is quite clear that while almost every firm is in some sense a 
= monopolist, every monopoly has to face some competition, actual 
- —— er potential In fact, in real life, while perfect competition may 

- — still be found in certain markets, absolute monopoly is extremely 
rare, Markets of real life are usually characterised by some degree 
of imperfection in competition. 


our relative preferences for many competing commodities. So . 


CHAPTER, XIV 
PRICE DETERMINATION : PRELIMINARY 


We have studied the characteristics of demand curve as well 
as conditions of supply, and are now in a position to examine the 
way in which the price of a commodity is determined in the market. 
We propose to study the theory of the pricing of output in several 
chapters. In the first two chapters, factors determining the value 
of a commodity sold under conditions of perfect competition will 
be studied. The next chapter will be devoted to a discussion of 
the pricing of inter-dependent commodities. Lastly, two chapters 
will be devoted to a discussion of monopolv and imperfect 
competition. 


SOME PRELIMINARY CONCEPTS 


We propose at this stage to introduce the reader to some 
important concepts. We assume that the aim of every firm is to earn 
maximum possible profits. Since profits are the difference between 
. sale-proceeds and costs of a firm, the determination of maximum 
profits will, therefore, depend on earning as large sale-proceeds as 
is possible and on trying to make the costs as low as possible. 
Given the costs of production, profits will depend on fhe volume 
of sale-proceeds of a firm, and its sale-proceeds would depend on 
the price at which the output is sold and the elasticity of demand 
at difference prices. Now the term ‘revenue’ is used to denote the 
sale-proceeds of a firm. We shall next discuss the meaning of the 
concepts, total revenue, average revenue and marginal revenue. 


Total revenue means the total sale-proceeds obtained from the 
sale of a commodity. If a seller succeeds in selling 100 units of a 
commodity at the price of Rs. 2 per unit, total revenue is equal 
to Rs. 200. Average revenue is found out by dividing the total 
sale-proceeds by the amount sold in the market. Average revenue 
is thus equal to the price of the commodity. This is different from 
the marginal revenue. Marginal revenue is “the addition 
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to the tota] revenue produced by selling an additional unit 
of output". Let us suppose that demand for a commodity id 
ás such that a firm will be able to sell 10 units of the commodity 
at Rs. 2 per unit. Its total revenue is Rs. 20. Theoretically, if its 


demand curve has less than unit-elasticity, the attempt to sell an 
- additional unit in the market will bring down its price. Let us 
` suppose that when 11 units are to be sold, its price will come down 
- to Rs, 1:96 per unit. Total revenue in this case is equal to 


Rs. 21-56. Thus the sale of the 11th unit increases total revenue by — 
only Rs. 1-56 instead of Rs. 1-96, the price. Marginal revenue T 
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of the 11th unit is thus Rs. 1-56. If the firm sells 12 units at the — 
price, Rs. 1-90 per unit, its total revenue will be equal to Rs. 22:80. — 
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When the elasticity of demand for a product is greater than 
unity, a fall in price brings about an increase in total 


is infinite, a seller can sell additional unit of a A 
at the samo price as before, In other words, when he sells 

the llth or 12th unit in tho market, prico remains 
without declining. Since 10, 11 and 12 or more units are 
Rs. 2 per unit, total revenuo will bo Rs, 20 when 10 unite 
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sale. After a certain stage, therefore, the supply curve runs down- — 
wards. But these cases are so few that the law of supply holds . 
good almost in all cases. 


EQUILIBRIUM OF DEMAND AND SUPPLY: We are now in a | 
position to combine the demand and the supply curves. Let us - 
take the two lists of the demand and the supply schedules in one . 
table. 


Buyers of tea at the price Sellers of tea 
will buy will sell 


From this combined table we find that when the price of 
tea is Rs. 4 per kg., both the amount demanded and the amount 
supplied ‘will be equal. This is the equilibrium price. If this — 
price prevails in the market, all buyers who want to buy at this | 
price will be able to satisfy their demand ; and all sellers will — 
be able to sell the amount they want to sell at this price. If the 
price of tea were higher than Rs. 4, (say) Rs. 6, sellers wo ld 
want to sell 3,500 kg. of tea, while buyers would buy only 1,500 kg. 
As after 1,500 kg. of tea were sold, there would be sellers who | " 
were willing to sell an additional amount of 1,000 kg. of tea at ù 
even Rs. 4 per kg., the price of tea would come down in the market. 
Tf, however, the price is Rs, 3, buyers are anxious to buy 3,500 kg., 
while sellers will sell only 1,200 kg. There will be a group of 
unsatisfied buyers who are willing to pay Rs. 4 for an additional kg. 
of tea, and the price of tea will go up. 


In Fig. 30, the curve DD’ represents the and for the 
vommodity (tea) ; and SS’ represents the supply curve for the 
commodity, The two curves intersect each other at P. PP’ 
therefore measures the equilibrium price at which buyers will be 
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| demand curve, we know that buyers will purchase at the price 
d, only OM amount of tea, while sellers are willing to sell the OM’ 
or ‘amount, The anxiety of the sellers to sell will drive the price 
* down again to PP’, the true equilibrium price, 
CHANGES IN SUPPLY : As with demand, a change in supply 
price 
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can be produced by building new machinery, by rearing up 
larger supplies of skilled labour, etc. This is the long-run normal 
price. In the secular period, supply will refer to the output that 
will be produced with the adoption of new inventions and improve- 
ments, greater accumulation of capital, growth of population, etc. 
We propose to omit the discussion of the secular period as it does 
not involve any new principles, and proceed to study the factors 
‘determining market value, short-period normal value and long- 
period normal value. 


MARKET VALUE: Market value is that value of a commodity 
which prevails in the very short-period when the supply remains 
more or less fixed. The best illustration is furnished by an 
extremely perishable article like milk. As it is extremely perish- 
able, the total quantity of milk that has already been brought to 
the market on a day must be sold in course of the day. The 
supply being thus fixed, its value will depend primarily on the 
forces of demand. There is for every commodity a given market 
demand, showing the amount buyers are willing to buy at given 
prices. If demand for milk rises, its price on that day will rise. 
Cost of production of milk will have little influence on its value on 
that particular day. Whatever the state of demand, total supply ^ 
must be sold on the day. A temporary equilibrium will be estab- 
lished for that day at which the existing supply will be carried off. 


Not every article is perishable like milk or fish. Most of 
articles of daily use are not so perishable and their supply can 
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be kept in stock for a certain period. If market value falls below 
the figure considered reasonable by sellers, they may decide to 
withhold a part of it to be disposed of in the future. If, for some 
reason, demand increases and price goes up temporarily, sellers 
may decide to deplete their stock of the commodity and increase 
the supply on the market. Thus the trend towards higher price will 
be checked to some extent. This tendency to withhold or deplete 
stocks of the commodity will be governed by the expectations of 
dealers about short-run normal price. If they expect that price 
in the near future will be higher than present market price, they 
will withhold stocks, as a result of which market price will tend 
to rise, and vice versa. Hence market values are also influenced by 
expectations regarding future demand and future supply of the 
commodity. 

"This is illustrated in fig. 33. The curve DD represents demand 
conditions existing in the short-period market. Sellers start with 
OP amount of output, If they have to sell the whole of it, price 
will be PP. If, however, they decide to withhold a part of the 
supplygand sell only OR amount, price will rise to RR. 


MARKET VALUE AND NORMAL VALUE: While market value is 
that value which prevails in the very short period when supply of 
a commodity is fixed, the term, normal value, is used to refer to 
that value of a commodity which prevails when firms have ample 
time to change output in response to changing demand conditions 


with their existing plant and machinery. In the discussion of 
normal value, we assume that existing economic forces or a given 


set of conditions have a sufficiently long time in which to exert 
their full influence, while no other change takes place in the 
meantime. What is the relation between market value and normal 
value ? In our study of market value, we assumed fixed supply of 
a commodity for the time being, and the value of this output will 
be determined mainly by conditions of demand. Since, however, 

sellers will usually keep some stock of the: 
Normal value and commodity, they will put forth larger or 
market value. : : 

smaller supplies on the market in accordance 
with their anticipations of the future normal value. Hence, though . 
market value may be influenced by temporary factors like sudden 
changes in demand it has a tendency to fluctuate round about the — 


à commodity, market value may rie above normal value at ono 
E. er dey. tall tiliv- 0 ot endi, ‘Bet oraal les is d 
7 eentre round which market value moves. A pendulum has a central 


with market value, which, though disturbed by passing 
events, will generally gravitate towards normal value, 


Normal value, it should be carefully noted, is not the average 
ol market values. Tt is the value that will prevall as s resalt of 
the infloence of a given wt of factors Conditions which are 
normal under one set of circumstances may not be normal under 
another set of circumstances. Hence normal value will not ia 
general be equal to the average of market values of several days. 


pormal valve, we assume a period of time during which the supply 
ef a commodity may be changed in response to changing cagelitions, 
- but the namber of firms in the industry and their existing equip- 
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io average total cost, and both are equal to price. The producer 
is earning just normal profits. 


costs 


OUTPUT 
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If price falls to OPs, will the frm produce and sell in the 


" market ? At this price the firms will produce OQ; output, whose 


average total cost is higher than price. So it will not be able to 


cover its total costs if it sells at this price. But if it expects the — 


fall in demand to be of a short-period character, it will be profitable 


“for the firm to continue production and sell the output at OPs. 


Price is higher than its averege variable cost per unit, and $80 
it is covering its variable cost plus à portion of the fixed cost 5 


whereas if it refused to produce and sell at this price, it will have 


to meet the full amount of fixed costs unless it finally shuts down 
the plant. Hence from the short-run point of view it still pays 
the firm to sell at OPs, so long as price is higher than the average 
variable costs. But if price is not sufficient to cover its average 
variable cost, then the firm will cease producing. Such a price 
is its shutdown price. It is equal to the point where the marginal 
cost (MC) curve intersects the average variable cost (AVC) curve. 


SHORT-RUN NORMAL VALUE FOR THE inpustry: An industry 
under perfect competition consists of many sellers. The cost curve 
for the industry consists of the sum of the marginal cost curves 
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find ‘out aggregate demand curve for the industry, id : 
v to be horizontal. This is represented by demand curve | 
; the total amount which all buyers will buy at each. 


intersection of the two curves shows the equilibrium 


t is the marginal cost curve for the industry and it intersects. 
t P!. So the equilibrium price is PP? at which all sellers — 
bute an amount of output equal ta OP. 
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CHAPTER XVI 
PRICE DETERMINATION IN THE LONG-RUN 


So long we have been studying the forces which determine 
the value of a commodity in the short-run under conditions of 
perfect competition. The main characteristics of such short-run 
are, first, the size of each firm in the industry remains the same, 
and second, the number of firms in the industry also remains the 
same. Our next task is to remove these assumptions. We take 
a period of time long enough to ensure that, in response to changing 
demand, new firms may enter the industry, and each of these firms 
may also change in size to, meet new conditions. When the demand 
for a product declines in the long-run, the number of firms in the 
industry may decrease, or existing firms may shut down plants and 
produce a smaller output. If demand increases still further existing 
firms may set up additional plants, or more firms may enter the 


industry. 


LONG-RUN NORMAL VALUE: In the discussion of short-run ~ 


mormal price, we say that each firm would produce upto the point 
„at which its marginal cost would be equal to price. This is quite 
allright so long as we assume that the number and size of firms do 
inot change. But the analysis tells us nothing about the fact whether, 
given a longer period of time, the number and size of firms will 
increase, contract or may remain stationary. To answer this 
question, we must find out the relation between price and average 
‘total costs of production of the firm. Let us assume as in fig. 36, 
demand conditions are such that price settles at P:Q:. In other 
words, demand curve facing the firm is represented by PiP3, and 
‘it intersects the MC curve at Pi, and the firm produces an output 
vequal to OQ:. From average total cost curve (ATC) we learn that 
the cost per unit of output when OQ, output is produced will be 
‘Qig. Since Qiq includes the normal earnings of management, the 
firm is then earning an extra profit of P,q per unit of output. So 


A PRICE DETERMINATION IN THE LONG-RUN 177 


» 


it will have every incentive to expand its output by enlarging its 


plant capacity. Or, new firms will enter this industry, lured by 
the prospect of earning very high profits. In these ways, supply 


of the commodity will increase, and given the same demand condi- 
tions, price will tend to fall down until, let us suppose, it is equal to 


PQs. This is the point where marginal cost curve intersects average 


total cost curve, and average total costs are at the minimum. Price 
Pis is equal to average total cost per unit i.e., PQ». This long- 
run equilibrium for the firm is to be found at the price PsQo, 
where price=marginal cost—average total cost. This can also be 
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proved by assuming a lower demand curve PsP3. It cuts the MC 
curve at Ps, and price is PsQs, and the firm is producing 00; 
output. But average total cost of OQs is QsP, which is higher than 
the price PQs by PPs. Hence the firm is incurring losses, being 
unable to cover its full fixed costs at this price. It will, therefore, 
tend to cut down its output and some of the weak firms will probably 
shut down production. As a result, total supply will decline, pushing 
up the price to P2Qs. Ae 
12 
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Thus price of a commodity will tend to be equal to long-period 
minimum average cost of production of all firms. Under these .- 
conditions, minimum average cost per unit will be same for all 
firms. These firms earn only normal profits, i.e., earnings of 
management, wages and interest etc., which are included in total 
average cost. None of them earns excess profits. Since all firms: 
are producing at the lowest average cost, they are operating at 
their optimum size, consistent with their resources and organizing 
capacity. 

In the long-run, when firms can change their scale of produc- 
tion. and new firms can enter that industry, price will be equal 
to both the marginal cost and the long-period minimum average: 
cost of each firm, and each firm will be of the optimum size. — 

PRICE DETERMINATION UNDER PERFECT COMPETITION: We are 
now in a position to sum up the discussion of the factors 
that determine the price of a commodity in a competitive market. 
_ In such a market there are large numbers of buyers and sellers ; 
all the sellers sell the same commodity, and all the buyers know 
the prices charged by all sellers and try to buy at the cheapest rate. — 

In the short period when output can be changed to some 
extent by the existing number of firms on the basis of their existing: 
capital equipment, the price of a commodity will be such that eac 
firm will equate its marginal cost to the price. Price is then eq 
to the marginal cost of each firm. If the marginal cost is high 
than the average cost of the firm, it will be earning very large 

profits in the short run. Price may or may not be equal to the 
average cost of a firm in such a short period of time, 
$ If, however, price and the marginal cost are higher RE, e 
average cost of the firm, it is earning very large profits. It will 
hen have every incentive to produce more by installing new plants 
and machines. The lure of such large profits will also induce new 
firms to enter that industry. As a result of such competition in 
. the long run when new firms have time to enter that industry and 
- for existing firms have time to install new machines, total supply 
of the commodity will increase in the market. Given no change 
in demand, price will fall in the market until it is equal to the 
average cost of each firm. Each firm will go on expanding its 
output until its’ average cost is equal to the price. But the price 
is also equal to its marginal cost, So in the long run, price will 


w 
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Le 
= be equal to the marginal cost as well as the average cost of each —— 
be firm. The marginal cost curve and the average cost curve intersect at ^ 


the point at which average cost is the lowest. In other words, in  - 
the long-run each firm will be producing at the lowest cost ; its size 
will therefore be optimum. Td 

LONG-RUN COST VARIATIONS AND PRICING: We must now take 
account of the fact that a variation in output, caused by a change © 
in the scale of production, may lead to rising or falling or constant - 
costs of production in the long-run. A discussion of these cases — 
of constant cost, increasing and decreasing cost is of great interest — - 
to the economist. 


CoNsTANT cost: When a firm extends its scale of production — 
$n the long run, its average minimum cost may remain the same, i 
whatever the amount of output it produces. This will happen 


[9] Ao tk EG 
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ik when, if all factors of production are increased in a given propor- 

_ tion, output is increased in the same proportion. This, of course, 
assumes that prices of the factors of production will not be affected 
by a change in the scale of production in the industry. In other 
words, the industry uses only a very small part of the total supply 
of each factor of production. 

Tn this casé, the supply curve SS’ is a straight line at the 
constant level of unit costs, Tt intersects demand curve DD at b; 
price will be equal to bB and OB amount will be produced. If, - 
however, actual price is equal to (say) aA, sellers will receive - 
large profits. So they will produce more output, as a result of 
which supply "will increase, and price will fall. Conversely, if. 
the actual price is less than bB; ie., equal to cC, cost of producti 
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per unit will be higher than price, and sellers will be unable to 
earn normal profits. Output will contract until price becomes equal 
to bB. 

IncrEAsING cost: In drawing up long-run average cost 
curve, it is generally assumed that the plant, equipment and all 
other factors are freely variable. It is possible for every firm to 
vary the proportions in which different factors are to be combined 
ün a business. While in the long run the proportion in which 
factors of production may be combined is assumed to be variable, 
there are, however, certain limits regarding the possibility of such 
variations. It is quite possible that the supply of a particular factor, 
or a combination of factors may be inelastic even in the long run. 
An extreme example was the classic case cited by Ricardo, He 
assumed that the quantity of agricultural land was fixed and all of 
it was more or less cultivated or occupied. Hence as population 
üncreased, and the need for growing more crops rose, more of other 
factors had to be combined with a fixed supply of land. As a result, 
returns obtained from a plot of land by intensive cultivation 
through the application of more capital and labour tended to 
diminish, This is the genesis of the famous classical law of 
Diminishing Returns. Even when the supply of a factor is found 
to be elastic, additional units of the factor may be less suitable 


for employment in that particular industry. They are probably less - 


efficient for this purpose. Since these additional factors have to be 
paid at the same rate as that paid to the efficient factors, cost of 
production of an additional output will increase. Or lastly, price 
of a particular factor of production may rise as demand for its 
services increases. This may be necessary in order to attract this 
factor away from other industries or sources of employment. 
Therefore, as demand for this factor increases, marginal and average 
costs of all sellers will rise. Even if supply of all other factors is 
freely available at constant cost, the tendency towards increasing 
cost will persist after a certain point as the factor, management, 
is fixed in quantity, and cannot be increased with increasing scale 
of production, So the diseconomies of large-scale management will 
cause costs of production to rise more rapidly than output. 

The long-run average cost curve is represented in fig. 38. 
SAC; SAC», and SAC; are the short-run cost curves, depicting 
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changes in the scale of production. SAC, represents the cost curve i 
when a certain output is produced ; SAC; is the cost curve of a 


Y 


sacy 200 


SAC, 


(0) X 
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large output and SAC; of still larger output eto. At first long-run 

minimum average costs fall as output increases, and then it begins 

to rise, LAC is the long-run average cost curve, which is tangent 
= to short-run costs curves determined above. 
m SN ^ Given the long-run average cost curve, and the long-run 
demand curve, the value of the commodity produced under condi- 
b tions of increasing cost (or diminishing returns) will be determined 
at the point of intersection of the two curves. 


— 


fas Decreasinc cost: Is there any case where an increase in 
— the scale of production leads to decreasing cost per unit of 
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be spread over a large output as production increases in response 
"to demand. The result will be a fall in cost per unit of output 


- Toad at all, a minimum investment in railways, stations, rolling 


" 


| are fixed agents of production ; and because these fixed agents 


_ per unit of output continues to decline. This principle is in | 
Operation in almost every type of business. Small manufacturers | 


] 
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output ? Indeed it is well-known that as a firm expands its output, 
it is able to secure certain economies of production, both internal 
and external, as a result of which its costs of production tend to 
fall. When supplies of all factors are increased proportionately, 
it is stated that improvements in organization can be made which 
will increase the efficiency of the factors of production, and so lower 
costs. Are there any reasons for accepting this view ? 


The increase in efficiency which results in a larger output may 
be due primarily to two reasons. It may occur because the factors — 
. . t . . . o * * x5) 
in question consist of large indivisible units. 7 
Causes of increasing (Conditions of production are such that invest- . 
returns. NE T. 
ment must be made in these indivisible units 
before any output can be produced. . For example, a machine which — - 
has a certain cost must be installed whether output is small or large. — 
"The entrepreneur is also such an indivisible unit. When an indivi- 
sible unit of a factor has to be used, the fixed cost of that unit can 


as more is produced. The classical example is that of a rail road 
which has to be built in a new territory. If there is to be any rail 


stock, etc., must be made. In the beginning, there might not be 
enough traffic to utilize the capital represented by investment in 
railway, rolling stock etc., to its full capacity. But as the territory - 
is developed, traffic increases. The railroad can meet this increased — 
demand by running more trains. It may have to buy additional | 
rolling stock and hire a few more employees. But no additions. 3 =; 
need be made to the road bed, stations and the structures. These 


need not be increased as traffice increases, the cost of production ' 


are not in a position to utilize to the full extent every individual | 
piece of machinery, or every individual employee. Technical 

experts and highly skilled employees may not be fully occupied 
with the work they are best fitted for. An increase in the size 
of the business will bring about a better utilization of their services, 
and total unit cost will decline. 
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Another way in which improvements in organization can be |; 
made is through increased specialization. There are several scales 
of specialization available to a particular industry. Larger output 
will make possible the adoption of higher scales of specialization 
leading to increased efficiency and falling costs. Each separate 
act in the process of production can be performed by a factor ^ S 
of production specially adapted to that particular operation. As ~~ 
demand for the products of an individual firm increases, it will be 

‘able to use large and expensive machines, and the services of 

- experts, or of highly skilled labour. Its marginal cost will therefore 

These are all instances of “internal economies", i.e., econo: 
"mies available within the firm itself as it grows in size. They are 
hM due to the better utilization of plants, or to 
External economies. greater specialization within the firm. Falling 
Rd. costs may also be due to the availability of 
“external economies", as Marshall called them. These are economies 
which are available to a particular firm as the industry grows in 
size. ‘For example, when a new firm enters a particular industry, 
EL may enable all firms to produce cheaply. Machinery can be 
ought more cheaply by all of them because the industry now 
nts a large market to the machine-producing firms. 
But the tendency towards increasing returns does not continue 
initely as a firm grows in size. A time will come when the 
mpt to increase the output after the fixed agents are fully 
ed will meet with diminishing returns. So long as the 
mies continue, each firm will be able to reduce its cost by 
arging its output. If perfect competition exists, it will be to its 
interest to do so. So under perfect competition, each firm will be 
of the optimum size, producing at the lowest unit-cost. If more 
output is to be produced beyond this stage, unit cost would tend 
to rise. 

DECREASING COST AND PERFECT COMPETITION: If a firm is 
producing under decreasing cost and its market is characterised by 
perfect competition, a firm is able to sell additional output at 
the same price as before. Hence under perfect competition, each 
firm will expand in size upto the optimum point, beyond which . 
no further economies are available. If it expands further in size, ; 


` 
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it will meet with increasing costs. If there is perfect competition, — 
each firm will thus be at its optimum size, producing at the lowest 
average cost; and any further expansion will mean increasing — 
costs. Moreover, it is quite possible that in certain industries, 
economies of large-scale production may be available to such an 
extent that the whole market may be supplied by one firm before 
it reaches its optimum size. Such an industry is a natural mono- 
poly. In other industries, the optimum size of firms may be so 
large that only a few firms can supply the whole market, Perfect ; 
competition will then cease to exist. In some others, though the 

number of firms in the industry may be large, the optimum size 
may be such that each firm is producing a considerable portion of 
the total supply. In that case also each firm will be able to influence _ 
the price by varying its output, and as before, perfect competition 
will cease to exist, $ 


A NOTE ON THE CONCEPT OF THE. 
REPRESENTATIVE FIRM 


long-run normal value of a commodity whose production o 
the law of increasing returns. According to Marshall, the t 
“marginal cost of production", “has no significance for lo 
periods in relation to commodities the cost of production of w 
diminishes with a gradual increase in output. 
Marshall on dili — He assumed that under conditions of pere 
fen competition, there will be a large number 
ad firms in the industry, each at different stages- 
of growth. He conceived of a definite life-cycle for different firms. a 
_ *As the leaves of a tree grow to maturity, reach equilibrium, and. 
decay many times, while the tree is steadily growing upwards year — 
by year," so firms grow steadily. A young businessman, when he — 
starts a firm, will probably be undergoing losses. But he will stil — 
struggle on, in the expectation that he is doing well and slowly — 
gaining a footing. Gradually, if he is able, he will manage to get 
- loans, go on expanding his business until he reaches the height of — 
= his powers. As he becomes old, his business is likely to decay. G 
If there is a large number of firms, each producing at different — 
| stages, whose costs are we going to take into consideration ? Ts ^ 
"average cost to be determined with reference to the cost of the 


- most efficient firm? Price cannot be equal to the average cost | 
of this firm as its costs are the lowest, and the less efficient firms — 
whose costs are higher will then be unable to earn normal profits. — 
It cannot be the cost of the least efficient firm, as that firm may not — 
‘earn any profits at all. The long-run normal value must include. - 
what Marshall called ‘normal profits’. To solve this difficulty, M. 

introduced the concept of the representative firm. Long-run normal! 


3 value will be equal to the cost of production of the representative 
yi n^ D uh 


^ 


The representative firm is not a new firm just struggling int 
business, nor is it a firm with a vast business and' gigantic plan 


» 
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Jt is a firm “which has had a fairly long life and fair success, 

which is managed with normal ability, and 

Seater ie a repre- which has normal access to the economies, 

| sentative firm ? external and internal, which belong to that 

aggregate volume of production". Value in 

the long run will tend to equal the marginal cost of production of 

- such a firm. A price higher than this will lead to an increase in 

the size and the output of such a firm ; while a price lower than 

“4 e will tend to decrease them. When value settles at that figure, 

[there is equilibrium and no tendency towards an increase or 
- decrease of the output of the industry as a whole. 


^ 
à ws * H 
| ls representative firm an average firm? It is not an average 


of existing firms. It is a long period average firm, under condi- 
; tions when present tendencies have worked out their effects in 

zu. It has been asked whether it was a "representative plant, 
$ or technical production unit, or a representative 
4 rn it an average business organization"? But it should be noted 
^ that business is an organic whole and should 
de gbhsidered as a whole. A representative firm is, therefore, 


external and internal, which belong to the aggregate volume of 
Been. Again, it has been asked whether the representative 
firm was representative of size, or representative of cost.? Though 
| Marshall is inclined in some places to lay stress on size, he had 
clearly in mind the fact that it was representative of the normal - 
_ «0st of the industry. That is also the opinion of Robertson ; “in m 
it is not necessary to regard it as anything cther DN 
-scale replica of the supply-curve of the ine a 


han a small 


whole 


t Marshall—Principles of Economics, p. 518. f 
? Robbins. “The Representative Firm." Economic Journal, Sept. 1 o. 
; 3 Robertson, oe Returns and Representative Firm.” Economic 
Journal, Mar, 1930, p. 

4 Maxwell. “Some eM Concepts.” American Economic Review, 
E- 1929. AQ : 
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Pigou has a similar concept. According to him, even when 

the whole industry is in equilibrium, ie, when the industry pro- 

duces a given output y in response to a given 

Equilibrium firm. demand represented by a normal price p, 

different firms composing the industry may not 

be in equilibrium. ` Some may be rising, while others are declining. 

But there can exist some one firm, which, when the industry is in 

equilibrium, will itself be in equilibrium, producing a definite out- 

put in response to the normal supply-price. Such a firm he 
christens as the equilibrium firm. 


Such is then the concept of the representative firm. It has 
been vigorously criticised in recent times. We have already 
examined some of these criticisms and seen 

Criticism. that the representative firm is an average of 
a special kind, a long-period average firm ; 

that it represents the business-as-a-whole, instead of any of its 
particular units. The real difficulty lies with regard to another 
problem. Is it possible that in the long run, when an industry is 
in equilibrium, there may exist some firm or firms, which are not 
receiving normal earnings of management ? If such a firm exists, 


. then ifs costs cannot represent the long period supply-price of the 
.. industry as long period supply-price must include normal profit. But — 

“Robbins denies this position. In the long run, no entrepreneur, 
unless he is of sub-normal efficiency, will be producing at a loss, 
r in that case he will shift to other industries. Equilibrium can 
ly exist when an entrepreneur of normal efficiency must get as 
ch profit in that industry as he could have earned in other lines 
: “There is no more need. for us to assume a repre- 
- sentative firm or a representative producer, than there is for us 
to assume a representative piece of land, a representative machine, 
»6 All factors must earn normal earnings 


or a representative worker 
in the long period. So producers must also earn normal profits, 


Otherwise there will set in a tendency to shift, and equilibrium, will 
be disturbed. Marshall and Pigou think otherwise. In their 
period when the whole industry is in 


(a 5 
f production. 


‘opinion, even in the long 


5 Pigou, Economics of Welfare, 3rd Ed., p. 788. 
6 Robbins. “The Representative Firm.” Economic Journal, Sept., 1928, 


p. 393. 
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equilibrium, there may exist certain firms of normal efficiency — 
which are producing at a loss. Marshall’s long-run is intended | 
to apply to the industry as-a-whole, and not to the individual | 
firms. All that is necessary for equilibrium to exist is that the 
tendency to expand on the part of young firms will be offset by 

the opposite tendency to decline on the part of old firms. That 

is the real purpose of Marshall’s analogy of trees. A firm has 

a definite life like an individual. Like the latter, the former passes 
through the seven stages of life. For equilibrium to exist it is 

not necessary, therefore, that a particular firm's output should 
be in equilibrium when the industry is in equilibrium. The concept 

of the representative firm is considered quite appropriate for a 
study of the long period supply-price of an industry. 


'The practical utility of the doctrine has been called in 
question. A representative firm is not an average of actual firms 
in the industry. No firm in the business 
NL tility of ^ directory, says Robertson, can be said to 
represent the representative firm. |t is a Y 
long-period average firm when the given economic forces have 
reached the state of equilibrium :—a concept of the ‘stationary 
state’. Hence the practical usefulness of the doctrine is stated to — | 
be limited. But the researches of Chapman and Ashton into the 
sizes of the business units in the Lancashire textile industry’ have 
shown that “this conception is appropriate to actual conditions 
This has also been corroborated by Taussig from his experiences — 
of the working of the Price-fixing Committee of the U.S.A. during — 
the first world war.* ay 


But a more fundamental criticism which cuts at the very - 
roct of the doctrine is that where the tendency to increasing returns 
prevails, the resulting situation in the long period will be character- 


T Joumal of the Royal Statistical Society, June, 1914. 

8 “Price-fixing as seen by a Price-fixer.” Quarterly Journal of Economics, 
Nov. 1919. Also see the comment of Mr. Ragnar Frisch,—“The representative 
firm is in other words a construction of the mind, a device by which to reason 
quickly and conveniently on the evolution of the market as a whole...... 
But if there are many firms in the market, and each of them develop through 
a typical life-cycle. several of them at some time or other in their development 
pass through a stage in which for a while they are similar to the representative 
firm.” "Alfred Marshall's Theory of Value" in the Quarterly Journal of 
Economics, Nov., 1950, p. 513. 
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ised by e'ther monopoly or imperfect competition. The representa- 
tive firm analysis presupposes (a) the existence of perfect 
competition, (b) the presence of many firms and (c) of the 
tendency to increasing returns. And it is only the cost of the 
representative firm which is equal to the normal supply-price 
relative to an aggregate output. But if the 
Competitive condi- tendency to increasing returns continues in the 
kd IS EMT long run, there will exist, not many firms in . 
ing returns. Hence that industry, but only one firm or only a few 
VES 7 "^. firms. So long as it is possible for a firm to 
secure more and more economies as it expands. 
in size, it will go on producing larger and larger output to get the 
benefit of lower costs. If the firm has an early start, or if it is 
managed by a dashing entrepreneur, it will beat all its rivals by- 
selling at lower prices, and may ultimately capture the whole 
market. The resulting situation may then be monopoly. Or, as 
a firm expands in size to avail itself of the economies of large-scale 
production, it will come to produce a larger part of the total output 
in the industry. Competition will then cease to be perfect. Value 
will be determined as under imperfect competition? In any case ' 
there is no place for the concept of representative firm in the 
theory of value. If perfect competition exists in the long run, 
— the tendency to increasing returns must have exhausted itself, Each 
firm will then be of the optimum size, producing at the lowest 
- BVerage cost, and price will be equal to that cost. 


? Sraffa, Economic Journal, 1928, p. 336. 
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CHAPTER XVI 


INTERDEPENDENT PRICES 


Thus far we have proceeded on the assumption that the price of 
a commodity can be determined independently of the prices of 
other goods. But prices of two or more goods may be so inter- 
related that a change in demand for a supply of one will affect 
the demand or supply and the price of others. We are now going 
to consider cases of such inter-relationship of prices. | 


JOINT pEMAND: Goods are said to be in joint demand 
when they are jointly demanded for satisfying a particular want, 
or for producing a particular thing. A motor 
pet car and petrol jointly satisfy the demand for 
a motor ride. They are said to be in joint 
demand. There is also a joint demand for pen and ink, tea, milk 
and sugar (for making tea) etc. A most important illustration 
of joint demand is found in the case of factors of production which 
are required for the production of a commodity. For example, - 
various groups of labourers, like plasterers, masons, carpenters | 
and yarious kinds of materials like brick. lime, cement, etc., are 
jointly demanded for building a house. These commodities are. 
also known as complementary goods. Demand for the ultimate 
product which factors of production help to produce is said to be 
direct demand ; while demand for factors of production is derived 
from the original demand for the product, and is, therefore, said 
- to be indirect or derived demand. / 


What modification does this fact introduce into the theory 
of value ? Tn the case of articles which are jointly demanded, it 
is difficult to estimate their separate demand schedules. The utility 
of raw cotton, textile machinery, etc., is derived from that of a 
shirt. But how much of the utility of a shirt can we ascribe to 
raw cotton, and how much to the textile machinery ? There is no 
method by which we can find it out. How are we then to determine 
the value of things that are jointly demanded ? 

i Shi 


INTERDEPENDENT PRICES 


The marginal ánalysis enables us to tackle this problem, In. 
regard to things jointly demanded, we determine their marginal 
E y utility by changing the amount of one thing, while keeping th 
E supply of others constant. In other words, by substituting a 

little more, or a little less of this or that thing (while keeping. 
other things constant), we can measure the marginal utility of a "i 
commodity. Bread and butter are jointly demanded. Assume that © 
when the quantity of bread remains the same and that of butter is. 
increased by a small amount, how much additional utility will then — 
be enjoyed by a consumer? This would measure the marginal ` 
utility of butter to the consumer. Or, to take another illustration, — 
let us suppose that two different methods can be followed in the . 
manufacture of cotton piece-goods—we can use three looms per - 
worker, or we can employ four looms per worker. The increase: | 
in the output of piece-goods that will result in the second case can — 
approximately be attributed to one loom i.e. to one unit of capital, 
We can then regard this extra product as marginal product, or 
marginal utility of one unit of capital, Thus by varying the pro- 
portions between different factors which are in joint demand, we — 
can. find out the separate marginal utility of each. Value will settle 
at that figure at which marginal utility and marginal cost of 
P production will be equal. ual 


Z 


nd and supply of buildings, and of factors required for pro- 
ducing them. Now plasterers have gone on strike for higher wages, _ 
Under what circumstances will they be able to obtain higher: | 


x Zee t 


wages ? : 
MES first condition is that plasterers’ labour must be indis- 
- pensable, and there are no good substitutes available. In technical 
anguage, demand for the services of that factor must be inelas 
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plasterers will not be able to get higher wages. The second 


condition is that demand for the ultimate commodity for whose 


production that factor is used must also be inelastic. To take 
up our illustration, if demand for buildings is inelastic, a fall in 
their supply would raise their price very high, The strike of 
plasterers would lead to a stoppage of building construction, to 
a fall in their supply, and hence to a great rise in their price. 
Lured by this high price and consequent high profits, builders 
will be willing to pay higher wages to plasterers. The third 
‘condition is that the price of that factor must form a very small 
part of the total cost of production, The total wages-bill of ~ 
plasterers should form a small part of total cost of buildings. 
They must possess, in the words of Henderson, “the importance — 
‘of being unimportant.” Since their wages form a very small part —.— 


of the total cost, a slight rise in wages would not materially add to — S 


the total cost. And so businessmen may decide to satisfy the 
demand of the plasterers. The fourth condition is that other co- 
operating factors should be “squeezable.” If a slight fall in the 


- demand for other factors leads to a considerable fall in their wages 


‘or prices, a sufficient margin would then be available for the 
‘payment of higher wages or prices to the original factor. If, owing 
to a stoppage of building construction, consequent on plasterers’ 
strike, masons and carpenters having no alternative occupations, 
‘are willing to accept lower wages, plasterers can be paid higher 
wages out of the balance thus available. 


If any of these conditions is satisfied, a particular factor will 
he in a position to obtain higher earnings. 


Jomwr SupPiy : When two or more commodities are produced 
"with. the same joint cost in such a way that the production of one 
è would automatically involve the production 
M of joint of others, they are said to have a joint supply. 
They are also called ‘joint products’ or ‘joint- 

cost’ products. Good instances of joint supply are cotton seed and 
‘cotton fibre; wool and mutton ; gas and coke, ete. A most 
important characteristic possessed by them is that investment of 
jabour and capital in the production of one would automatically 
Jead to the production of others. In the case of joint products. the 
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less important products, ie, those whose prices are low, are 
generally called ‘by-products’, 


How is the value of joint products determined ? We only 
know the total cost of producing both wool and mutton. But we 
are not in a position. to know separate cost of production of either. 
And since we cannot disentangle the cost of each, how can we 
determine their price ? 

We propose to divide joint products into two groups. There 
are certain products whose relative proportions can be varied. 

d Wool and mutton belong to this section. By 
1 Division of joint ^ suitable cross-breeding, we can have a breed of 
E rp euD Bo evo sheep, which yields more mutton and less wool, 

or less mutton and more wool. In this way, 
production of both wool and mutton that can be obtained from 
sheep can be varied. Secondly, there are certain products whose 
relative proportions cannot be varied, at least by man. The 
- proportion of cotton fibre and cotton seed that will be produced 
from ‘a given amount of cotton crop is more or less fixed by nature, 
> ts «lf joint products belong to the first group, Le. if their 
_ relative proportions can be varied, marginal analysis will be 
adequate to explain the price of each. We may not know the 

BBregale cost of producing either wool or mutton. But if we 
‘ean determine marginal cost of either, ie. cost of producing 

idditional units, or one unit more or less of a commodity, we 
es an determine the value of each. Value, as we know, tends to be 
equal to the marginal cost of production, Now let us calculate 
th “cost of breeding a number of sheep, which would yield a 
certain amount of wool and of mutton ; and also the cost of 
rearing a number of another breed of sheep, which would yield 
the same amount of wool, but a different amount of mutton. The 
difference in cost in the second case over that in the first case may 
be imputed to the extra mutton that is produced in the second 
‘case. The extra cost is, therefore, the marginal cost of produ: tion 
of mutton. And the price of mutton will tend to be equal to this in 
the long run. An illustration would make the point clear, 


Suppose that a certain breed of sheep, costing Rs, 12 each, 
would yield 9 units of wool and ll units of mutton, Another 
breed costs Rs, 10, and would give 8 units of wool and 

12 


9 units 
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-of mutton. Then 8 sheep of the first type would yield 72 p 
‘ron 
| of wool and 88 units of mutton ; costs are equal to Rs. 96. Fr 
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hesp of the second type, we get 72 units of wool and 81 units 


E of mutton by spending Rs. 6 more. Marginal cost of one unit of 
mutton is 85 P. Similarly, from 9 sheep of the type, we get 


MC 


Uu of mutton, expenditure being Rs. 110. Thus we get additional 


- unit of wool is then 28 P. 


_ It remains to add that such variations are possible in real life. 


mutton. 

storage made the 

= export of mutton possible, another breed of sheep was reared which 
yielded more mutton and less wool than before. 

The case of joint sup 
illustrated in figure 40. 
drawn on the assump 

; _ MCB is the margin 


ply where proportions are variable is 
MCA is the marginal cost curve of A 
tion that the output of B remains constant ; 
al cost curye of B, the output of A remaining 
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. 81 units of wool and 99 units of mutton, costing Rs. 108. From. 
En Sheep of the second breed, we get 83 units of wool and 99 units | 


5^ 


of mutton ; costs being Rs. 90. Therefore we get additional 7 units — 


. 4 units of wool by spending Rs. 2 more. Marginal cost of one 


INTERDEPENDENT PRICES 


nt. Let the market price of A is QA and of B is QB, output ` 
ing OQA and OQB respectively. If demand for B rises output 
B will increase until its marginal cost curve cuts the raised curve 
D; and price of B will rise to OP-B, while the supply of A will. 
vary. 
- But if joint products belong to the second section ie., if their 
portions cannot be varied, it becomes difficult to disentangle 
their marginal cost of production. The value | 
of each will then be determined by two 
principles. First, total cost of producing both 
cotton fibre and cotton seed must be covered . 
I sale-proceeds. Price of each must be such that ie the 


St. — Secondly, the separate price d. fog each would be deter- 
by the marginal utility of each to consumers. It will be 


hat the thing will fetch in the market. But the prices of 
of these commodities must be such that total sale-proceeds 
tal costs. 


another condition may also be found. Each of the 
ities may involve some separate or prime costs in preparing 
r the market. These prime costs provide the limits below 
ch its price cannot fall. Price of cotton fibre must at least - 
the prime cost of marketing it. How much of the supple- : 
y or joint costs would be charged to each would depend on . 
nuch burden each could bear, i.e., on the elasticity of demand 


A Vhat happens to the price of one product when the demand 

use from other uses ? Marginal utility in other uses will therefore 

of such joint products, What happens to the price of coke when 

demand for gas increases? Clearly the greater demand for gas 

- would raise its price ; and producers will be making extra profits 

: Pd the sale of gas. But increased supply of gas would also mean 
an increased supply of coke. Demand for coke remaining the 
ems, price of coke would fall. 


COMPOSITE OR RIVAL DEMAND: Demand for a commodity 
is said to be of composite nature when it is demanded in se beh 


=. SF 
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alternative uses. For example, steel may be demanded for the 
construction of a bridge. or of a building, or of machineries of 
various sort. "These several uses constitute the composite demand 
for steel. Almost every raw material, every factor of production 
may be used for the production of various classes of goods. Labour 
may be demanded for producing either consumers goods, or 
producers goods. Land may be demanded either for building 
purposes, or for cultivation. Each of these alternate uses is the 
rival of the other for the consumption of that commodity. Together 
they carry off the whole supply from the market. When diflerent 
commodities compete for the services of a particular factor of 
production, they are sometimes called “competing cost" goods. 


We have seen that by the operation of the principle of 
substitution (or the law of equi-marginal returns), a commodity 
will be distributed among its various uses in such a way that its 
marginal utility in every use will be equal. Its value will be such - 
as to equal this marginal utility. If, in any use, its marginal utility 
is greater than its price, a greater supply will be diverted to that 


use from other uses. Marginal utility in other uses will therefore - 


rise, while marginal utility in the first case will fall, until the two 
will again be equal. Price will then settle at this figure, So” 
commodities that are in joint demand will be distributed among 
their various uses in such a way that their marginal utilities are 
everywhere equal. Their price will then be such as will make 
marginal utilities equal in every use. À 


COMPOSITE OR RIVAL SUPPLY: When demand jor a thing 
can be satisfied from several sources, these sources are said to 
constitute a composite supply for that thing. Demand for meat 
may be satisfied by beef or mutton or ham. Demand for a 
beverage may be satisfied by tea, coffee and cocoa. Commodities 


which are substitutes for each other are proper examples of com- 
posite supply. Similarly, labour and capital, so far as one can be 
substituted for the other, may be said to constitute a case of 


composite supply. Though different sources 
of supply thus compete with each other, their 
total supply must satisfy the total demand for 
These commodities are also known as competing 


Competing goods, 


that commodity, 
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goods, as they compete with each other for the satisfaction of a 
i; - particular want. 


Owing to the operation of the principle of substitution, 
competing supplies will be used upto the point where marginal 
utilities, or marginal net products are equal to their prices. The 
value of each will, therefore, be equal to the marginal utilities or 
net products of each. So the price of commodities that are in 
composite supply will be determined by the cost of producing them 
and by their marginal utilities, or marginal net products. 


_ CONCLUSION: If we examine the total demand and supply 
of all output, all products will be found to be inter-related from 
-the demand and the supply side. An individual's income is limited, 
— and if he buys more of one commodity, he will have to cut down 
_ his consumption of some other goods. If prices cf rice and wheat 
—— go up to high figures, leaving the average consumer with a small 
— margin over his expenditure on food, demand for cloth and other 
"things would be affected. In that sense demand for all goods is a 
- joint one. The same interconnection is evident from the supply 
c side. The supply of resources needed to produce different commo- 
b. dities is limited, and if we produce more guns, we cannot have 
more butter at the same time. Factors of production needed to 
produce butter will be engaged in turning out more guns, and so 
ore of one thing may mean less of another. 
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A — VALUE UNDER MONOPOLY 


Under conditions of perfect competition, there will be many 
sellers for a product, and all sellers sell an identical product. 
As a result, no seller will be able to affect price, and each will 
be in a position to sell additional output at the des price. A 
monopoly is the opposite of all these conditions. A monopoly 
exists when there is only one producer. It must also be impossible 
for new fifms to enter that industry, and the commodity produced 
by the monopolist should have no substitutes. 


DIFFERENCE BETWEEN MONOPOLY AND PERFECT COMPETITION : 
Like a competitive producer, a monopolist will also be assumed 
to aim at maximising his profits. Conditions under which he 
produces are not different from those prevailing under perfect 
competition. Cost curves of a monopolist do not differ essentially 
from those of a producer under perfect competition. But there 
are important differences between a monopolist and a competitive 
producer with regard to a number of points, 


One difference is with regard to the nature of the demand 
curve facing producers. A demand curve facing a producer under 
perfect competition is infinitely elastic. He produces only a very 
small part of the total output, and if he produces an additional 
unit he will be able to sell it in the market at the same price 
as before. But a monopolist is the only producer, and if he pro- 
duces additional output, this will form a perceptible part of the 
total output so that he will be able to sell it only at a lower price. 


In other words, the demand curve facing a monopoli i 
B g ist will slo 
downwards to the right. r jt 4 


A second difference lies in the fact that while in perfect 
competition marginal cost of each firm will be rising at or near 
the point of equilibrium, this need not always be the case with 
monopoly. Under conditions of perfect competition, each firm can 
produce additional output and sell it in the market at the same 


VALUE UNDER MONOPOLY 199 


price as before. There is nothing to prevent it from increasing ~ 
its scale of operations. It will, therefore, be producing additional .. 
output until its marginal cost starts rising. So long as marginal i 

cost is falling with increasing output and is below the price, it | 
"will pay a producer to produce additional units, as he will thereby 
- add to his profits. He will go on doing so until his marginal 

cost rises and becomes equal to price. But that need not be the 

case with a monopolist. His marginal costs may be rising or ~ 
3. falling or remain constant. He will produce upto the point where. 
his marginal cost is equal to marginal revenue, and his marginal 
revenue is below the price. 


petition will be able to earn more than normal profits in the long — 
run. But a monopolist may, and will usually, earn more than 
normal profits, and such high profits can be maintained even in 


: P 

A third difference is that no producer under perfect com- aH 
E 

j 

the long run. a 


EC MowoPoLv VALUE: The general principle which will enable 
a monopolist to earn the maximum revenue is that his marginal ~ 
cost of production should be equal to marginal |. | 
The monopolis Vs revenue. Only then he will be able to earn 
point where margi- the maximum profits. Marginal cost, as we 
nal revenue is equal know, means the additional cost of producing 
-to marginal cost. 2 i 7 
one more unit of the commodity. Marginal 
revenue is “the addition made to the total revenue by selling an 
additicnal-unit of output.” Suppose that a monopolist can sell 
100 units of a commodity at-a price of Rs. 2 per unit and that he 
"can sell 110 units at a price of Re. 1-96 per unit. The total i 
sale- proceeds are Rs. 200 in the first case ; and Rs. 211-56 in the — 
second case. Thus we see that if monopolist sells one more unit, — 
his tctal receipts will increase only by Re. 1:56. This is the — 
marginal revenue of the additional unit. We have assumed that 
the monopolist will not be able to sell additional amounts at the 
former price. That is the case with a monopolist. He is already —— — 
controlling all business in that commodity, and he must lower his | 
price in order to sell more. ‘This price reduction will affect the 
amount which he receives for all units he is selling. Thus by — y 
selling an additional unit, a monopolist will add to his, total 
revenue a sum equal to the price of this additional unit, mini 
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a reduction in price on all other units he was already selling. 

That is why his marginal revenue is lower than the price at which 

the extra unit is sold. So long as what a monopolist adds to his 

receipts by selling an additional unit is more than what he adds 

to his costs by producing it, he will increase his profits by doing 

so. Thus when marginal revenue is greater than marginal cost, 

a monopolist will go on increasing his output. But as he produces 

more, marginal revenue declines, and marginal cost rises. When 

marginal revenue is equal to marginal cost, he will obtain | 
the maximum profit. Any further increase in production will mean 

that marginal cost will be greater than marginal revenue. He is 

then making losses on additional sales, Monopoly revenue will 

be maximised when marginal revenue is equal to marginal cost. . 


Though a monopolist is the sole producer, it does not follow 

~ that he will always charge a very high price. A high price may 
not always yield the maximum profit. 

hís sales very much, as a result of which 


not be large. So it will not pay him t 
8 certain point. 


Such a price may reduce 
his aggregate profits may 
o raise his price bevond 


5 Y MIR b) 
MR 


MC 
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Marginal revenue curve MR į : 
Yt fnis QE ac CN is below the demand curve DD. 


3 e at a. A monopolist will then produce 
Op units of output, which will be sold at nr price pb. ‘ 


Monororx AND ELASTICITY OF DEMAND: In what way does 
elasticity of demand for a monopolised product affect its value ? 
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Since elasticity of demand for a produet depends on the avail 
ability of substitutes, and since perfect monopoly indicates the 
absence of substitutes, the demand for a product under perfect 
monopoly is likely to be completely inelastie. But such perfect 
monopoly is rare and a monopolist has usually to face some 
competition from substitutes. There is probably some commodity 


which may be used to some extent as a substitute for the monopolised’ - 


product. ‘Demand for the product of a monopolist is not, therefore, 
likely to be completely inelastic, It would still be quite inelastic, 
the degree of elasticity depending on the extent to which substitutes. 
or near substitutes are available. In ease of inelastic demand, 
marginal revenue is lower than price. The more inelastic the 
demand, the more will be the difference between price and marginal 
revenue, and output produced by a monopolist will be less than, 
that under perfect competition. 


LIMITS TO THE POWER OF A MONOPOLIST: It is usually 
assumed that a monopolist has not only full control over the 
market, but also acts under no restraint. But in real life, there 
are always some restraints on the activities of a monopolist. A 
complete monopoly is rare. There are always some checks which 
explain the fact that a monopolist cannot charge a very high price. 
There is, first of all, the threat of potential competition. If a mono- 
_ polist charges a very high price and is believed to be earning large 
. profits, new firms may be tempted to set themselves up in that 


industry. Secondly, if he charges a too high price, it may encourage 
— the invention and consumption of substitutes. The artificial indigo. - 


dye has completely supplanted the natural product. Even jute is. 
not safe; in different countries of the world, research is being 
conducted for discovering a good and equally serviceable substitute: 
for jute. There are few commodities for which substitutes cannot 
be found if their prices are pushed very high.  Thirdly, there is 
the ever present danger of foreign competition which may snatch 
away the gain from a monopolist. Fourthly, there is the risk of 
state interference and state control. If he charges a very high 
price, there will be great discontent and clamour among the public; 
and the government will then be forced to take the matter in hand, 
either by controlling the monopoly, or by taking it over; 1 


A Pt 


202 AN INTRODUCTION TO ECONOMIC THEORY 


MONOPOLY PRICE AND COMPETITIVE PRICE: The general pre- 
sumption is that monopoly price is higher than competitive price, 
and the output produced by a monopolist is lower than that produced 
under competitive conditions, Under perfect competition, demand 
curve facing each seller is perfectly elastic, and he goes on producing 
and selling additional output until marginal revenue is equal to 
Price. But a monopolist has to face a comparatively inelastic 


demand curve, and as he prcduces and sells additional output, — 


the price declines in the market. Marginal revenue will then be less 
than price, and a monopolist will produce upto the point at which 
his marginal eost is equal to marginal revenue. Hence monopoly 
output is in general less than competitive output and his price 

is higher than competitive price. But under certain special condi- 

(tions (eg, a steeply declining Gost curve and a comparatively less 
inelastic demand), monopoly price may be lower than the price 
"that would have prevailed under competitive conditions. 


DISCRIMINATING MONOPOLY : A monopolist need not always 


Ly charge the same price to all customers. Since 
—— "The monopolist may h rci 

YR polis e exercises some ply 
Mita door ; control over supply, he can 
prices, charge different prices to different purchasers, 


$1 or in different markets. When a monopolist 
sells the same commodity at different prices, ie. when he is found 
t discriminating between different customers or markets, it is said 
| to be a case of discriminating monopoly, 


Such price-diserimination j 


t tent markets is possible only when those 
markets are imperfectly competitive, 


Cass wh ; à . 
Miser m to charge different prices to different customers, 
possible, there 


which consumers who are charged lower prices 
will not be able to sell the product to others, or there should be 


k 
y 
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an agreement against re-sale. Discrimination in price is possible 
under the following two conditions. First, there should be no 
possibility of transferring a unit of the commodity from the low- - 
priced to the high-priced market. Such is the case with services 

which are directly supplied by sellers to the persons of purchasers. 7 
A doctor may charge a lower fee to poor patients, and a higher | 
fee to rich patients. Rich patients cannot send a poor man to the. 
doctor to obtain diagnosis at a low fee for him. The transport _ 
of different goods on railways is another case of such non-trans 
ferability. The fact that railways charge a lower rate for the. 
transport of coal than for that of copper would not, in general, 
lead to the substitution of coal for copper. ^5 


there is no possibility of transferring one unit of demand from . 
the high-priced to the low-priced market. When markets between 
which discrimination is being made are distinguished according 
to (say), the wealth of the customers, such discrimination becomes 
easy to practise. Thus a rich man would not want to become poor 
in order to enjoy the benefit of paying lower fees to doctors. Lastly, 
where there is some possibility of re-sale, a monopolist may make. ; 
a contract with the favoured customers binding the latter not to. 

re-sell the commodity in the low-priced’ market. ; 


Secondly, price-discrimination will also be possible when à 


Discrimination may be either personal or local, or trade 

discrimination. Personal discrimination occurs when different 

: prices are charged to different customers 

E —€— diseri- according to the intensity of their desire or 

j according to their wealth. A higher price may 

be exacted from persons who are more eager to buy. A higher 
charge would be levied on the rich than on the poor. Firms are * 
known to discriminate against persons living in fashionable quarters | 
by charging higher prices for the same commodity. This type of 
diser mination is not always feasible, as it may arouse resentmen’ 
among purchasers, when they come to know of it. i 


Local discrimination takes place when a monopolist sells at 
Local discrimi- lower price at one place, and charges a high 
nation. price at other places. ‘Dumping’ is th 
‘example of local discrimination. A monopolist may sell. 
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will be to his interest, then, to restrict the amount marketed at 
home so as to keep prices high, and then to dump the surplus at 
a foreign centre. 


As dumping is injurious to the interest of the producers of 

the foreign country, it has been prohibited by many countries. 
Anti-dumping laws have been passed, which aim at levying import 
duties at a higher rate on the dumped gocds. India passed such 
a legislation in 1933 to cope with Japanese dumping. 


CHAPTER XIX—_—____ 


VALUE AND IMPERFECT COMPETITION 


.We have discussed the factors determining the value of a 
commodity when there is a large number of sellers (i.e., perfect af 
petition), or a single seller (monopoly). But in the markets . - 
real life, there is seldom a large number of sellers, or even a 
seller. In the majority of cases, there is neither a single: 
idual who controls total supply, nor are there many buyers. 
or sellers so that their individual shares are negligible in relation. 
o the total. Usually some element of monopoly is present in nearly | 
"vornpetitive markets; "While some competitive markets are also 
found to possess monopolistic elements. Such intermediate cases, 
ere there is neither perfect competition, nor absolute monopoly, im 
lave come to be called "imperfect competition." 


E CowDrrioNs OF IMPERFECT COMPETITION : Under what circum- 

does competition become imperfect ? In our discussion 
perfect competition, we have seen that for competition to be ^ 
garded as 3 pee three conditions are necessary. (1) There e 


n n affect m by his individual action ; (2) Buyers know the 
prevailing in the market and buy at the lowest possible 
and (3) the product sold by different sellers is identical 
ality, i.c., homogeneous. The absence of any of these conditions. 


or buyers in the market is comparatively small so that each of 
them supplies or buys a substantial portion of the total output. $ 
i ; for example, there are few sellers of a commodity, everyone ^ 
. of them may be in a position to affect the prices. Let us suppose 
"that there are four sellers, each supplying 5.000 units of the 
commodity. If one of them decides to increase his output by only 
"o8. per cent, his output will now be 5,250 units; in other words. 
total supply will increase to 20,250 units, instead of 20,000 unit 


unu MEE ud TM 
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___ This will certainly affect the price at which he will be able to sell. 
A seller can, therefore, sell the additional output only at a lower 
= price. The demand curve facing each seller will, therefore, slope 
‘downwards. Secondly, competition will be imperfect if buyers 
do not possess complete knowledge about prices charged by sellers. 
- Because of their ignorance, or because of the existence of very 
high costs of transport, buyers May not purchase the commodity 
from sellers who offer it at the lowest price. In this case, the 
number of sellers may be large, but competition will be imperfect. 


Lastly, competition will be imperfect if products sold by different 
sellers are not homogeneous. The product of each Re may be 
similar to, but not identical with the Product of other sellers in the 
industry. For example, atin of Polson’s butter may be similar 


in kind to another tin of Amul butter, But because of the idea 


two products, each buyer may have a defin fg erence for the. 
‘one rather than for the other. As a result, each firm will have a 
- group of buyers who prefer, for one reason or another, the product 
= of that particular firm. That firm then occupies something of the 
position of a monopolist. He has a partially independent market 
4 for his product, and can charge a slightly higher price without 
driving away the bulk of his customers. This existence of these 
‘differences in the quality of different products is known technically 
as “product differentiation”. This product differentiation makes 
‘competition imperfect, though the number of sellers may be large. 


Thus competition will be imperfect if there are only a few 
sellers or buyers, each of whom sells or buys a considerable part 
"of the total output. If, further, the situation is such that any 
action taken by one of these small number of sellers is likely to 
be followed by suitable action by other sellers, it is known as 
‘oligopoly. Competition will be imperfect even with a large number 
‘of sellers, if buyers do not buy, on account of ignorance or some 
other reason, at the cheapest available price ; or if buyers regard 
the products supplied by different sellers as similar but not identical, 
"The last case. is sometimes known as “Monopolistic competition.” 

When there are few s 
will be able to influe 
sellers may he 


ellers of a commodity, everyone of them 
nce the price of the product. The number of 
small either because the state has restricted by 


A 


that there are differences, real or imaginasy, ân the, ality, of these 


— ee 
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Aaws\the- number of persons who are entitled to produce (as in 

railways, electricity, etc.); or because the sources of supply of 

the product are small in number (as in the case of petroleum) ; 

i or because the particular industry requires a very large initial 

capital outlay on plants, which fact deters more men from entering 

it. In industries in which technical economies of large-scale produc- 

tion are very great, anyone of the producers can lower his ccsts 

by producing more ; he can then sell at lower price and drive out 

some of his rivals. This would give rise to “cut-throat” competition 

among them, until there are only a few producers left in the market. 

| Each of them will be exercising a substantial control over supply, 

and will sell the product at a price higher than the cost of production. 

: Moreover, in order to produce at a lower cost, they would have to 

produce a large quantity. This would increase the total output 

considerably, and thus cause price to fall so much that they might 
be unable to cover the costs. 


Even if there are a large number of sellers of a commodity, 
competition may be imperfect, either because of the ignorance of 
the buyer ; or because the cost of transporting it is high. If any 
seller is charging a slightly higher price than others, buyers may 
not be aware of it and so will not transfer their customers to his 
rivals. Similarly, if the cost of transporting the commodity forms 
2 considerable part of the price, each seller will have a semi- 
independent market, consisting of consumers who live near h's 
factory or shop. Such is the case with small retail dealers. They 
may charge a slightly high price without driving away their 
—eustomers who would be willing to pay this price rather than go 
to a more distant shop involving more expenses and inconvenience 
of travelling. If one shopkeeper wants to increase his sales 

materially, he will have to lower his price in order to induce h's 
existing customers to buy more, as also to attract new customers 
living at some distance from his own shop. 


Another important reason for imperfect competiton is the 
existence of real or imaginary differences in the quality of the 
product sold by each producer. By means of repeated advertisements 


-  1]n the extreme case, there may be two sel'ers only and a large number 
of buyers, This typical situation is known as duopoly. 


= nu 


aU dili iin. 


n 


. each producer will have a 
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- or by fixing brands, each producer tries to 
this fact that his preduct is superior in qual 
This superiority in quality may be real or j 
far as buyers are convinced of the existen, 


impress upon buyers 


Thus we see that when competition is 

producer possesses a certain amount of liberty 
: of the product. 

det im he must accept the 

fedt competition market as a result 

his rivals, 

he can attract all buyers. But 


imperfect, each 
in fixing the price 
Under perfect competition, 


Difference between Price which prevails in the 


ity to that of others. 4 
imaginary. But in so NM 
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In perfect competition, marginal revenue is equal to the price of 

product. But in imperfect competition, 
In imperfect com- marginal revenue will be less than the price 
ponton. the Ede. of the product. For, we already know that 
than the price. in crder to sell more, each producer will have 

to reduce his price. He will then have to sell 
all units (and not only additional units) at lower price. So what 
he actually gains by selling extra units will be measured by the 
"price that he gets for the extra units minus the reduction in price 
on the units he was selling. Suppose that one producer can sell 
10 units at Rs. 2 each. If he increases his output by 10 per cent, 
and wants to sell 1l units, he will have to lower his price to 
Re. 1:96. Tabulating the facts, we find, 


Total output ; Tetal receipts 
11 units at Re. 1:96 each Rs. 21:56 
10 units at Rs. 2:00 s Rs. 20-00 
l unt Re. 1:56 


If he sells one unit more, he will increase his total receipts 
by Re. 1:56. Marginal revenue of each unit is therefore Re. 1:56. 
It is thus lower than the price of the product. So long as marginal 
cost of production is lower than marginal revenue, a producer will 
produce and sell more, for he is thereby adding to his receipts. 
He will stop at the point when marginal cost is equal to marginal 
revenue. But marginal revenue is lower than price. Hence he 
will stop producing and selling at some point before the price 
of his product has fallen to the level of his marginal cost. In 
perfect competition, marginal cost is equal to marginal revenue 
and to price (since marginal revenue is equal to price). But in 
imperfect competition, marginal cost is equal to marginal revenue, 
but not to price. Output will stop before marginal cost becomes 
equal to price. Output of each seller under imperfect competition 
will be smaller than that under perfect competition, and price of 
the product will be higher than its marginal cost of production. 


We have seen that under perfect competition, the number 
of firms will be so adjusted that in equilibrium, all firms will be 
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of the optimum size, or the most efficient size. But in imperfect 
competition, that need not be the case. When 
In imperfect com- competition is perfect, a firm which is of less 
petition, the firms than optimum size will have a tendency to 
may not be of the 3 F : 
most efficient size. expand. As it expands, its cost will fall, 
while price that it receives for its additional 
products remains the same as before. But if there is imperfect 
competition, such a firm may not expand. It is of course true 
that if it expands, it will lower the average cost of its product. 
But it would have to lower its price in order to sell additional 
output. It is quite possible that the loss due to sale at lower price 
may outweigh, or may just balance the gain due to lower average 
costs per unit. Thus a firm may not have an incentive to expand 
and to produce a large output. Thus in conditions of imperfect 
competition, the more efficient firm may fail to drive out inefficient 
firms from the market. If the efficient firm has to lower its price 
considerably in order to overcome the prejudices of the customers 
of inefficient firms it might prefer not to drive the latter out of 
the market. But under perfect competition, the efficient firms 
can produce and sell more without considerable reduction in price. 
As they produce more, total output will increase and price would 
fall so that inefficient firms would be unable to cover their costs. 
Thus in imperfect competition, the number of firms in any industry 
may be larger than that under perfect competition. Each of these 
firms may be producing an output which is less than the optimum 
output. The management of each firm may be receiving a reward 
which is not higher than that received in similar other occupations. 
For example, there may be a large number of small retail shops, 
or sweetmeat shops in a city, each of which sells a small output, 
and is of less than the optimum size. None of them may he earning 
more than normal profits to be earned elsewhere in similar trade. 
But each shop has monopoly in the sense that it has a semi. 
independent market, protected either by costs of transport, or 
Ege or the goodwill of buyers, And it may be profitable 
* community if the industry is concentrated on a smaller 
number of firms?, The statement may appear paradoxical, For it 
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seems to imply that the cure of imperfect competition is more 
imperfect competition. But when the number of firms is reduced 
each will be of the most efficient size ; output per firm will be 
larger. Average cost and price per unit will be the lowest pessible 
under existing conditions of technique and knowledge. 


` There will also be imperfect competition when there are only a 
few buyers of a product*. Each of them will then be buying 
considerable portions of the supply and will 

Monopsony. be able to affect price by increasing or 
decreasing his purchases. Usually in the 

purchase of finished consumer's goods, such a state of affairs is 
exceptional, There is normally a large number of buyers of such 
goods. But the market for the factors of production (e.g., labour 
cr raw materials), may be imperfect. For example, in the sugar- 
cane industry growers must sell their sugarcane to the nearest 
sugar factory, as another factory may be situated at a great distance, 
Not only will the costs of transport be high, but owing to the longer 
period of time involved in transporting the cane to the more 
distant factory, the quality of the cane will deteriorate. So 
growers may be forced to sell to the nearest factory whose owner, 
therefore, buys in an imperfect market, Similarly, market for 
labour may be imperfect, because there are only a few buyers of 
labcur of a particular grade in a locality. When an employer 
lowers his wage-rates, many of his employees might not desert 
him, not knowing that higher wages could be earned in other places. 
Or, they might find it costly to go to other places. The employer 
would also have to offer ccnsiderably higher wages in order to 
attract more labour from distant localities. Thus he will have to 
raise or lower wages considerably if he wants to employ more or 
less labour. But as he has to offer a higher wage-rate in order to 
employ more labour, he will have to pay all labourers including 
an additional labourer at the higher rate. Hence when an employer 
engages an additional labourer, he added to his costs not only the 
` wages of that labourer, but also the increase in the wage-rate paid 
to all other labourers. Additional costs involved in employing one 
more labourer (the marginal value of labour) is thus higher than 


3 This situation has been christened as “Monopsony” by Mrs. Robinson. 
See her book, Economics of Imperfect Competition, 
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- the wages paid to that worker (the marginal wage-cost). He will - ç 
stop empk.ying more labour when this additional cost is equal to 
" the extra receipts from the sale of the additional output produced 
by the marginal labour. Thus an employer will stop employing 
labour when the wage-rate is still below the marginal net product 
of labour. In other words, the wage-rate will be below the marginal 
net pr.duct of labour when there is imperfect competition in the 
labour market. And if competition in the sale of the product is 
also imperfect, marginal revenue will be below the price of the 
product, the wage-rate will be further below the marginal net 
product of labour. 


PRICE DETERMINATION UNDER OLIGOPOLY : There is one more 
situation which has some peculiarities. So far we have examined 
the case of firms selling in perfect competition, of monopoly and 
of certain instances of imperfect competition. In this analysis 
we made the assumption that what one firm does about his price 
will not involve any retaliation by his competitors, Where there 
is a large number of sellers, this is a reasonable assumption. Any 
action by one of them will not materially affect the sales of others, 
and so will not force them to retaliate by changing their prices. 
But the situation is different when there are only a few firms. 
In such a condition what one firm does about his price is of 
decisive importance of others. If it lowers its price to increase 
its sales, its competitors may also retaliate by lowering their price 


so that this firm may not secure larger sales.t This situation is 
known as ol'gopoly. 


> Oligopoly may be of two types, pure oligopoly, and differen- 
tiated oligopoly. When a few firms sell a homogeneous product, 
but each has to frame its policy in part upon the expected behaviour 
of its rivals, the situation is known as pure oligopoly. When, 
however, a few firms sell similar but not identical products under 
the same conditions, the situation is called differentiated oligopoly. 

In particular types of oligopoly, 


it may expect its rivals to 
be able to increase its sale 


if one firm lowers its price. 
lower their prices so that it may not 
S. Therefore demand for the product 
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of the firm just below present prices is likely to be inelastic. On 

‘the other hand, when it raises its price, other firms may not do so ; 

for the latter naturally make larger profits at the expense of ther gum 
first firm by sticking to the old price. So the first firm will 
face a sharp reduction in sales when it raises its price. Therefore 
demand at prices above the present one is likely to be highly 
clastic. ‘This fact is represented in fig. 42 ; and this type of demand 
curve is known as “kinked” demand curve. Unlike other demand 
curves, this one is not a continuous, sloping curve, but has kink 
at p. Similarly, marginal revenue curve, derived from this kinky 
demand curve, has discontinuity at q. 


An oligopolist does not ordinarily have any definite demand 

curve for his output; the actual amount he will be able to sell 

depends upon the behaviour of his rivals. He is able to sell a 

definite amount at current market price. At all other possible 

alternate prices, his share of the total market demand will depend 

upon the policy pursued by rival producers in reaction to any 

changes made by him. The oligopolist has, therefore, to conceive 

of a number of provisional demand curves drawn according to 
various assumptions about his rivals’ policies. 


Fic. 42 


Determination of price and output in an oligopoly is a 
complicated problem, depending upon the particular assumptions 
each seller makes about the behaviour of his rivals. Since there 
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is a great variety of assumptions he may make, the theory of 
oligopoly consists of a large number of behaviour patterns and 
special cases. To discuss them in detail is not possible in a short 
compass, We shall, however, discuss one or two important cases. 

In the first place, let us take the case when rival sellers, 
while pursuing independent price policies, ignore the reaction of 
their rivals. This is likely to lead to cut-throat price competition 
and unstable markets for all sellers. Even if this happens, it 
will not endure for a long time. One of the two things will then 
happen. Either almost all but the strongest seller would be driven 
out of the market, or oligopolists would recognise their inter- 
dependence and come to an agreement on price and output. They 
may, for example, simply agree on a fairly satisfactory price and 
all adhere to it in order to avoid the dangers of another price 
competition, 

Secondly, there is the well-known situation of a price leader. 
In markets containing a number of small firms and one large 
producer, the former may accept the latter as a leader, and follows 

the price charged by the leader, in an effort 
Price leadership. to maintain good relations with him. The 

larger firms can then take it for granted that its 
actions will be watched and followed by its competitors, and it 
Will set its price accordingly. Thus firms act as though they form 
a collective monopoly, and the price will probably be set at a 
monopolistic level, 

In differentiated oligopolies, products sold by rivals are not 
homogeneous, In pure oligopoly, all rivals must sell at the same 
price. All of them sell an identical product, risks of retaliation 
Differentiated are very large in case one of them cuts his 
oligopoly. price. But when products are differentiated, 
each seller has to some extent a special market 
: take independent action within a narrow range. 
Risks of retaliation by rivals are not so severe as the cut in price 
T km inca unless it is substantial, may not materially reduce 

e of the rivals. Retaliation may still be expected if the 
price-cut is substantial, and unless the cut is substantial, the 
dligopolist will not expect a considerable increase in his sales, 


Hence the position of a seller in differentiated oligopoly is in the 
main similar to that of a pure oligopolist, 


in which he can 


———————————G HAPTER XX 
THE DETERMINATION OF VALUE: SUMMARY 


We are now in a position to summarise the principles which 
govern the value of commodities, In determining the value of 
a commodity, we must, first, pay attention to the nature of com- 
petition existing in the market for the sale of the commodity. 
The commodity may be sold by a large number of sellers in 
perfect competition with each other; or it may be sold by one 
seller ; or it may be sold by a few or a large number of sellers 
under conditions of imperfect competition. Next, we should pay 
attention to the period of time during which we watch the inter- 
action of forces determining the value of the commodity. From 
the point of view of time, our discussion has been divided into 
three periods,—very short period with fixed supply, short-period 
with elastic supply on the existing scale of production, and long 
period with changing scale of production and entry of new firms. 


VALUE AND PERFECT COMPETITION: Competition will be 
perfect in a market if three conditions are satisfied. First, there 
is a large number of sellers and buyers, each selling or buying a 
very small part of the total supply. As a consequence, none of 
them will be able to affect the price of the product by selling or 
buying a little more or less of it. 

Secondly, products sold by different sellers must be similar 
and identical in nature and quality, so that buyers are indifferent 
whether they buy from this or that seller. 

Thirdly, buyers know the prices charged by different sellers, 
and always attempt to buy at the lowest possible price, 
| If competition is perfect, each seller will, therefore, be able 

to sell additional quantities of the commodity at the current market 
price. This follows from the first condition. In other words, 
demand curve facing each seller is perfectly elastic. 

In the very short period when supply of a commodity is fixed, 
the price, known as the market price, wil be governed mainly 
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~ by conditions of demand. Since output has already been produced, 
- the cost of production of output will have practically no influence 

on the determination of market value. But 
Market. price, unless the commodity is extremely perishable, 

sellers can keep stock of it for future sale if 
they expect a rise in the price in the future. If they expect that 
price is going to rise above the present market price, they may 
withhold a part of the supply. As a result, present supply will 
decline and market price will tend to rise, "Thus market price 
is also tied to the short-run normal price. 


If the period of time is such that existing firms in the industry 

Are in a position to increase their production upto the maximum 
capacity of their plants, or to decrease it if 
necessary, the price that will prevail during such 
a period is known as the short-run normal 
Price, Sellers will produce and sell additional units of the com- 
modity if they find that this will increase their profits. When a 
seller produces additional units of a commodity, he will have to 
incur additional expenditure in buying raw materials, paying the 
wages of additional labour, ete. This additional cost of producing 
‘one more unit of the commodity is known as marginal cost of 
production. Similarly, when a seller sells an additional unit in the 
market, his total revenue (Le., total sale-proceeds) will increase by 
# certain amount, depending upon the price at which a commodity 
is sold. Additional revenue obtained by selling an extra unit in 
the market is known as the marginal revenue. So long as the addi- 
tional expenditure incurred in producing the extra unit of the 
commodity is less than the additional sum of money obtained by 
es Es e unit, a seller will increase his profits by producing 
& the extra unit. In other words, so long as marginal 

an marginal revenue from the sale of 


Shortrun. normal 
price. 


E xim produces more units, marginal cost of 
ei will rise still further, and will then be higher than 
gina" revenue, Since the additional cost of one more unit is 
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more than the additional revenue obtained by selling the unit in the 


- market, a seller will be undergoing losses on this unit. Thus the 


seller will produce an output whose marginal cost of production 
will be equal to the marginal revenue. Under conditions of perfect 
competition, each seller is in a position to sell additional units of a 
commodity at the current market price. Therefore, marginal 
revenue under perfect competition will be equal to price. Each 
seller will then produce an output whose marginal cost of production 
is equal to the price. 

From the side of consumers, an individual wili buy the commo- 
dity so long as marginal utility of the commodity is more than 
price. But as he buys more and more units of the commodity, 
marginal utility tends to decline until it becomes equal to the price. 
Thus each buyer will buy that amount of the commodity whose 
marginal utility is equal to the price. 


Under conditions of perfect competition, the price of a commo- 
dity will, therefore, tend to be equal to marginal cost of production 
ee ep on one side and to marginal utility on the 
a De ean cther side. We can determine the cost curve 
nal cost and margi- of the total output on the basis of the marginal 
nal utility. cost curves of all sellers, and demand curve 
for the total supply may also be found out by adding together 
individual demand schedules. Price will settle at the point at 
which demand curve for total output intersects the total cost curve 
for the industry. 

Tf we take a sufficiently long period of time either more firms 
may enter that industry, or some of them may drop out of pro- 
duction, and each of thcse firms may be in a position to change 
their scale of production by installing more or less machines or 
plants. This is the case of long-run normal value. During the 
long period, if demand for the commodity is very high and existing 
firms are earning large profits, they may extend their production 
by installing more machines or by increasing the scale of their 
operations. Or, many new firms may enter that industry. If 
demand is low, and profits are small or absent, many firms may 
give up their business and go to other lines which yield better 
prospect of profits, or firms may shut down some of their plants, 
and produce on a lower scale than before. 
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How will value be determined in the long period? Here we 


shall have to take account of the long-period demand curve for 


the industry and long-period marginal cost 
m normal and average cost curves of different firms. 

In the short-pericd, each seller will produce 
upto the point at which his marginal cost is equal to price. Now 
this price may or may not be equal to the average total cost of 
production, If the price, though equal to marginal cost, is higher 
than average total cost, a seller is earning large profits in the 
aggregate, since average total costs include normal earnings of 
management, Lured by the existence of such large profits, e:ther 
more firms will enter that industry or existing firms will extend 
their scale of production, or both the two factors will be simulta- 
neously in operation. As a result, total supply of the commodity 
will increase, and given the same demand, price will tend to come 
down until it is equal to the average total cost. Conversely, if 
price is lower than average total costs, a firm is not earning 
normal profits. So it will tend to cut output by shutting down 
some of the plants, and some of the firms, especially those in a 
weak financial position, may drop out of business. As a result, 
supply will fall off, and price will rise to the level of the average 
total cost. Thus the long run price of a commodity will be 
equal to both the marginal cost and average total cost of produc- 
tion of a firm. Marginal cost curve cuts the average total cost 
curve at a point where the average total cost is the minimum. Thus 
each firm will therefore, produce at the lowest average cost, and 
Will be of the optimum size, consistent with its own resources and 


organizing capacity. 


VALUE IN THE ABSENCE OF PERFECT COMPETITION : Instead of 
many sellers, a commodity may be sold by one firm, which has 
not to face the competition of substitutes, The situation is known 
as monopoly, Since the commodity has no substitutes, its demand 
cannot be perfectly elastic. In other words, demand curve facing a 
monopolist will not be a horizontal straight line as in perfect 
competition, but a line sloping downwards to the right, 


Like a seller under perfect competition, a monopolist will 
also try to maximise his profits, and this will be possible only 


» 


ie 


Tay 
, when. his marginal cost of production is equal to marginal revenue. 


: petition. There is, however, a difference. 

In perfect competition, marginal revenue is equal to price. But 

since a monopolist is the only seller, he will not be able to sell 

additional units at the same price as before. As he proceeded to 

sell additional units, price will fall, and so marginal revenue will 

be less than price, Hence under monopoly, price will not be equal 

to marginal cost of production (which is equal to marginal revenue), 

but will be higher than that, and output produced by him will be 

lower than that of the competitive sellers, 1 

Similarly, under conditions of imperfect competition, a pro- 

ducer will not be able to sell additional units at the same price 

as before, So marginal revenue will be less 

Meri com: than the price. Each producer will produce 

R upto the point where marginal cost of produc- 

tion is equal to marginal revenue, and the price, being higher than 

marginal revenue, will also be higher than marginal cost of 
production. 
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The principle determining value under mono: — 


F1 E value. poly is, therefore, the same as ir. perfect com- 3 
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SPECULATION 


WHAT IS SPECULATION ? Speculation comprises those activities 
which are based on an intelligent anticipation of coming events. 
It means the purchase or sale of a commodity with a view to 
earn profits from future changes in prices. When a speculator 
anticipates that the price of a commodity is shortly going to rise, 
he buys it for sale afterwards at a profit. Similarly, when he 
foresees a fall of prices, he will at once sell with a view to buying 
in the future at lower prices. He thus anticipates all changes in 
prices, and hopes to profit by them. It is, however, not his business 
to hold goods permanently, or to manufacture them. He will 
perhaps never touch the goods. He is a dealer, not in goods, but 
in risks. 

Modern productive organization is inherently risky. In 
primitive communities, there were practically no risks, Each man 

produced for himself and consumed what he 
qe eyicen produced. But with the progress of society. 
anes on shoul- production has become more and more round- 
ders bes able to about, and has to be carried on in anticipation 
pure of demand. Risks of business have greatly 
increased. Long before the final output can be placed on the 
market demand may change for the worse ; or there may be such 
a change in the supply of the commodity as will falsify his anti- 
cipations. At every step, therefore, in the productive process, 
great risks have to be borne. Speculation concentrates these risks 
and causes them to be borne by those best able to bear them. In 
this way, speculation renders very useful services to the society. 


Speculation is different from gambling. Gamblers are persons 
who try to make a profit by assuming unnecessary risks. Often 
y they themselves deliberately create the risks 
ui and which they bear, For example, it is of course, 
uncertain whether England or Australia will 


win the “test”. There is uncertainty, but none need bear it. The 
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assumption of such risks is entirely unnecessary for carrying on ~ 
productive activities. But gamblers will often gamble on the result 
of test matches. They often bet on the fact whether there have 
been two inches or three inches of rain on a particular day. There 

is practically no risk here ; it is only created by a gambler to gain 

or lose money. A speculator, on the other hand, assumes necessary 

and natural risks. For example, the price of jute may rise or fall 

six months hence. There is a risk which must be assumed by 

somebody if production is to run a smooth course, Lastly, a 

gambler does not in any way contribute to production. Speculation, 

on the other hand, performs a very necessary economic function. 


CONDITIONS FAVOURABLE TO THE GROWTH OF A SPECULATIVE 
MARKET; Speculators deal either in commodities, or in securit‘es. 
Anything whose future is uncertain may become the object of 
speculative activities. But there are certain special circumstances, 
which favour the growth of a speculative market. First, the commo- 
dity must be a staple product with a large and regular demand. 
Secondly, it can be standardised ie. suitably graded according to 
quality. Thirdly, it must be properly cognisable, i.e, capable of 
ready definition and measurement. Many commodities satisfy 
these tests. Stocks and securities, in particular, exhibit these 
characteristics in a pre-eminent degree. And this explains the almost 
universal organization of stock exchanges. There are also other 
special reasons why some commodities hecome the object of 
speculative activities. Fourthly, when the supply of a commodity 
is very uncertain, and beyond human control ; and also when supply 
comes into the market, not regularly throughout the year, but 
irregularly during a particular season, it is apt to show great price- 
fluctuations. Lastly, demand for these commodities, on the other 
hand, may be mostly regular and continuous. Important raw 
materials of industry, like cotton, wool, etc., and food-stuffs like 
wheat, are examples in point. Their supply is beyond human 
control. Man may sow or plant as many acres as he likes, but 
the actual amount of crops will be determined by weather conditions. 
Not only that, but the whole supply of such commodities is placed 
on the market immediately after harvest, while demand for them 
is, more or less, regular and continuous. Hence their prices are 
likely to fluctuate extremely. A short wheat crop may drive its 
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price to undreamt-of heights ; while a bumper crop may cause the 
price to fall very much. In order to lessen the risks of such price- 
fluctuations, various produce exchanges have been organised. 


ORGRANISATION OF SPECULATIVE MARKETS: Avstock exchange 
is a place where shares and securities are bought and sold. Shares 
satisfy all conditions required for a perfect 
market. They are easily cognisable, and one 
share is exactly like another. A stock exchange 
consists of jobbers and brokers. Jobbers are real speculators in 
stock, and they are always ready to quote a buying or a selling 
price. Brokers come into contact with the public who want to sell 
or purchase shares and furnish them with quotations of selling 
and purchasing prices from jobbers. They are really middlemen 
who earn commissions ; the real speculators are jobbers. The 
chief transactions on the exchanges may be shortly described as 
follows : 


Organization of 
stock exchanges. 


If a speculator thinks that price of a commodity is high 
and is going to fall, he will “sell short" i.e., he will contract to | 
deliver at a future time such goods as are not yet in his possession. 

He may make profits out of this transaction in two ways. Either | 
he will purchase the goods he had contracted to deliver on that 
future date at the lower price, or he will make a “covering” contract 
or a ‘hedging’ contract just now ; that is, he will arrange with some 
other dealer to purchase at the same time these goods at a some- 
what lower price than that at which he has contracted to supply. 
In the opposite situation, that is, when price is low in the estimation 
of the speculator, but he thinks that it will rise in the near future, he 
will ‘buy long’, ie. he will purchase a larger quantity of goods 
than at present required and when the goods are delivered, he will 
sell them at a profit. He will achieve the same result if he makes 
a ‘realizing’ or ‘liquidating’ sale of the goods at a higher price 
to be delivered at the same time. Speculators who contract for 
selling short? are known as ‘bears’, because by their very operations 
they help to pull down the price; and speculators who contract 


Tor buying long? are described as *bulls', because by their speculation 
they pull up prices. 


j s igi a substantial period of time intervenes between a 
present contract and the future delivery, 


the transaction is known 
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as a ‘future’, Dealings in future seldom lead to an actual delivery = 
of the produce. What really happens is that 
Organization ef by bringing together those who actually wish 
futures market or ; i 
produce exchanges, tO receive and those who wish actually to 
deliver the produce the transaction is com- 
pleted. Thus we find two classes of buyers in futures, First, come 
those manufacturers who buy to meet their future needs for parti- 
cular grades of an article. When the time comes for the fulfilment 
of the contract, they buy the grade which they require and sell 
the grade which they acquired through the future contract. The 
loss in one transaction, if any, is offset by gains in the other. 
What remains to them is not speculative profit, but the profits of 
manufacture. The other group of buyers consist of those who do 
not want the delivery of the produce, but are trying to make a 
profit out of buying at a low price and selling at higher prices. 
They pocket the difference in prices if any, and so make speculative 
profits. 


Economic FUNCTIONS OF sPECULATION : The essential services 
that speculation renders to the economic organization are the 
assumption, and to some extent, the reduction of risks, and the 
lessening of price fluctuations, One of the essential characteristics 
hi of the modern productive organization is that it is carried on long 
before in anticipation of demand. By the time cotton crops are 
sown and harvested, cotton yarns spun and piece-goods woven, 
demand may fall or change in such a way as to spell disaster. 
A manufacturer, who has bought his raw materials, and who is 
expecting a handsome profit, might see his profit turned into loss 
on account of a fall in the price of raw materials. All types of 
productive activity, therefore involve the bearing of much risk and 
uncertainty. It is the special function of speculators to assume 
these risks, and thus to relieve manufacturers of a great amount 


of uncertainty-bearing. A manufacturer who has bought a wheat 
rgies on producing flour. 


future may safely concentrate his ene 
- "Though the price of wheat may fall by the time he has turned out 
the finished product, his loss on this account will be made up by 
. his corresponding gains from the future. transaction. Mcr 
when great uncertainty prevails, productive activity is curtailed. 
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A speculator, by assuming the uncertainties of the economic 
organization, helps to increase production. 

The fundamental effect of speculation is to promote the 
establishment of equilibrium between supply and demand. When 

speculators anticipate a shortage of supply in 
They promote the the future, and hence a rise in prices, they 
Foil lem ius buy at once. Price rises at once as a result 

of their buying. Higher price checks consump- 
tion. Present consumption is curtailed, and some supply is with- 
held from the present market. As this amount is added afterwards 
to the future supply, rise in prices will be less in consequence. 
Similarly, when a speculator expects price to fall, he will sell at 
once. Present prices fall, and consumption is stimulated, so that 
afterwards, the fall in price will not be severe. In this way, 
speculation prevents sudden fluctuations of prices, and smooths the 
course of price movements. Passing and fitful events are not 
allowed to exercise an undue influence on price; and value is 
determined by the fundamental long-period causes. In this way 
it also helps to secure the proper adjustment of demand and 
supply. Daily market price tends to conform to the seasonal 
market price and the seasonal supply price becomes such as to 
dispose of the whole seasonal supply. As speculation lessens price 
fluctuations, it promotes the smooth course of exchange and 
consumption. Consumers get their commodities at a steady price ; 
hence consumption becomes steadier, 

Besides freeing businessmen from the assumption of risks as 
regards price movements, speculation helps production in another 
way. Any future demand for an article is foreseen by the speculator 
nnd he begins to buy it at once, This raises its prices and serves 
as a guide to producers who then begin to manufacture more of it. 
Speculators who buy cheap and sell dear improve the allocation 
of resources between different products. ^ 
, Similarly, investment. of capital in commerce and securities 
is guided by speculation. Stock-exchange | speculation promotes 
investment, Speculators subject all under- 


Stock : 5 MA ; : 
udi Mee taking to expert investigations which are quite 
ment. impossible for a small investor. A steady price 


on the stock exchange implies a safe and sound 


condition of a concern, Whenever any industry becomes profitable, 
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speculators will long before anticipate that and offer high prices 
for the stock of such an industry. Thus the price list of securities 
serves as a responsible guide for investors under ordinary conditions, 
Dealings in produce exchanges confer important benefits upon 
actual producers of an article. Suppose that an Indian miller has 
ordered a certain quantity of wheat from Canada 
Benefits of produce at the price quoted in the wheat market. He 
exchanges, a 
at once sells in the home market an exact 
quantity cf wheat to be delivered at the time when he expects his 
wheat to reach him. If the price of wheat falls in the meantime, 
the mil'er has then got to sell flour made of dear wheat at a lower 
price. He undergoes loss on the sale of such flour. But when the 
time comes for delivering the wheat future, he buys the cheap 
wheat in the market and delivers it to the merchant with whom he 
made contracts at the higher rate. Thus the previous loss is offset 
by the gain on the future transaction. 


Perfect speculation tends to destroy 'tself. If speculators 
are perfectly wise, they will make a correct forecast of future 
changes of prices. And as a result of their action, these pricé 
fluctuations will be eliminated altogether. So in the end prices 
would cease to fluctuate. When prices do not change there would 
be no necessity for speculation. 


ILLEGITIMATE SPECULATION: All these benefits arising from 
speculation presuppose expert knowledge and honest dealings. 
But there are outsiders and manipulative speculators. Once a 
commodity is standardized, anybody can deal in it. The public, 
lured by the profits cf the speculators, begin to dabble in the 
speculative market. They are losers as a class as they do not 
possess the knowledge and shrewdness of the expert speculator. 
Another class of illegitimate speculators is the manipulative or 
aggressive speculators. They deliberately try to create a false 
opinion as to the general conditions of demand and supply. A 
clique, for example, will lead the market to believe that they are 
working for a fall and will make a great show of selling their 
goods, while they are really buying quietly by indirect means 
much larger amounts than they are selling. Ultimately they may 
control the whole or most of the supply of a commodity and can 
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then dictate monopoly prices. Such speculations are instances 
of corners. Instances of successful corners are, however, rare. 

If there is a dabbling by outsiders, fluctuations in prices may 
become more violent. They are prompted by latest rumours and 
become panic-stricken on the slightest cause of fear; they sell 
their commodities and securities when expert speculators would 
hold them ; they buy commodities and stocks when expert specu- 
lators would sell them. By their very operations price fluctuations 
become more violent than before. 


REGULATION OF SPECULATION : Knowledge of the evils of 
illegitimate speculation set forth in the previous section has prompted 
the discussion of the question of the regulation of speculation. On 
the necessity of such regulation, authorities in every country are 
almost unanimous. But the remedies suggested are generally 
inadequate. One remedy against speculative gambling is the 
passage of legislation prohibiting such action. But there are 
loopholes in all legislation and the ingenuity of the lawyers is 
there to help speculators. Already laws in many countries make 
void any transactions which are sales only in form. Most gambling 
often takes place in connection with future delivery. If dealings 
fn future are prohibited this kind of gambling may be checked ; 
but advantages of dealing in futures are too important to be 
lightly brushed away. So “the most effective remedy," says 
Taussig, “would be a better moral standard for all industry 


and 
an arousal of public opinion against all kinds of gambling." 


The evils of stock exchange speculation. can be remedied 
through a revision and better enforcement of the rules made by 
the exchanges for themselves, If industries can lessen price 
fluctuations through greater regularity of production, there will 
be less speculation. Public opinion can taboo all outside specu- 
lators. All these are indirect remedies and take a long time to 
become effective, if they become at all effective. 


‘i Lerner! has suggested that evils of aggressive speculation can 
best tackled by what he calls ‘counter-speculation’. The 
government should set up an agency which should make an 


estimate of proper prices, and i i 
^ use it: 1 
to these levels, its Tesources to peg actual prices 


1The Economies of Control, Pp. 96-97, 


ZEE. 


CHAPTER XXII 
PRICING OF FACTORS OF PRODUCTION 


So far we have studied the way in which the value of 
commodities is settled under different market conditions. We 
shall now examine the principles which govern the determination 
of the prices of the services of factors of production. This was 
previously known as the theory of distribution in which economists 
studied the division of the national income of the country among 
various factors of production. There were as many shares as 
there were factors of production. The share of land is called 
‘rent’ ; that of labour, ‘wages’, that of capital ‘interest’ and that 
of enterprise as ‘profit’. In this and the s uent few chapters 
we shall discuss the way in which prices of the various factors of 
production are determined. In other words, we shall study how the 
national income of a country, produced by various factors of pro- 
duction, is distributed among the co-operating factors. It should 
be noted that we are not concerned with the problem of personal 
distribution, i.e., how the income of each individual is determined. 
We propose to discuss what may be called functional distribution, 
i.e., how the income of each factor is determined. 

The value of a factor of production is determined, like the 
value of any commodity, by the conditions of demand and supply. 
'The question for further analysis is, what determines the demand 
and supply of factors of production ? We propose first to study 
the demand of a firm for a particular factor of production. 

THE DEMAND OF A FIRM : MARGINAL PRODUCTIVITY : To what 
extent will a firm want to engage the services of a particular 
factor of production ? In the theory of value for consumer goods, 
we have seen that a consumer will demand a commodity upto the 
point at which its marginal utility is equal to its price. Similarly, 
a firm will go on employing more and more units of a factor until 
its marginal product is equal to its price. 

The expression, marginal product, may mean one of the two 
things. First, it may mean an increase im the total physical 


230 AN INTRODUCTION 10 ECONOMIC THEORY 


product due to the employment of an additional unit of a factor 
of production. Or, it may refer to the value of the additional 
output. As it is not easy to measure the increment in physical 
output consequent on the employment of an additional factor, the 
general practice is to proceed on the basis of the second definition. 


Just as the marginal utility of a commodity to an individual 
is the utility of that unit which he is just induced to buy at the 
current price, so the marginal productivity oí 
How is marginal a factor is the value of the output of that 
D Peters amit of the faetor which an employer finds it 
just worth employing at its existing price. It 
is equal to the value of the additicnal product which an entrepreneur 
obtains when he employs an additional unit of that factor, the 
supply of all other factors remaining constant, The marginal net 
product is thus the addition to, or the subtraction from the value 
of the total output of a firm when a very small unit is added to, 
or withdrawn from the supply of a factor, provided that the 
organization of the firm is properly adjusted to the changed supply 
Le. it is organized in the most economical manner when the supply 
-of a factor is (say) 100 units, and also when the supply is 99 units 
or 101 units. In this way, by adding one unit to, or taking it from, 
the total supply of that factor, while keeping the supply of other 
factors constant, we can determine the marginal net product of each 
factor. And as in theory at least, all units of a factor are inter- 
changeable, the productivity of this additional unit settles the 
prevailing rate that is paid to all other units of that factor, 


Just as the concept of marginal utility follows from the law 
of diminishing utility, so the concept of marginal productivity 
follows from the law of diminishing productivity as applied to the 
organization of a business, As more and more units of a factor 
are applied to a business, supplies of other co-operating factors 
Temaining constant, output may increase for the time being more 
than proportionately. But soon a point will be reached when 
Sie. Vous of a further unit of that factor will increase the output 

Proportionately. If we go on adding more and more 


men t factory, a time will come when the addition of more 
men will not increase the product proportionatel 


y. As an employer 
adds more and more units of a factor to his ition 


business, additional 
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product due to that factor goes on diminishing until the productivity 
of the additional unit just balances the price that he has to pay 
for it. This unit is the marginal unit of that factor, and the value 
of its productivity settles the remuneration of all units of that factor. 
He will not employ any further unit, for the value of the product 
of this unit will be less than the price that he has to pay for its 
services. 


In a freely competitive market, where many firms are 
producing, we can assume that the influence of a particular firm 
on the. prices either of the product, or of the 
The principle of factors of production will be so small as to 
substitution. VA 
be negligible. An employer must accept the 
market price for this product. So also the price that he will have 
to pay for any unit of the factors is fixed for him by the rate that 
factors might have earned when employed by another entrepreneur, 
or in another industry. With prices of factors thus given, an 
employer will always try to combine various factors in such a way 
that his costs of production are the minimum possible. He will 
continuously vary the quantities of factors that he uses, until 
the price that he has to pay for each unit of them will just be 
equal to their marginal net product to him. If he thinks that 
by employing more labourers, he can obtain an output that is 
greater than their wages, he will employ more labourers. He will 
employ additional capital if he thinks that the addition to the total 
product will be more than the expenditure on account of interest. 
Similarly, he will use more of labour, and less of capital and 
land, or more of capital and less of land and labour, or more of 
land and less of labour and capital if he thinks that thereby he 
will minimise his costs. Thus he is constantly giving effect to the 
principle of substitution. He is substituting and combining land, 
labour and capital in such a way that the increase of the product due 
to the employment of additional units of any factor will be just 
equal to the price that he has to pay for them. If the net product 
of any factor is less, or more than its price, he will be under an 
inducement either to contract or to expand the use of that factor. 
Hence in order that equilibrium may exist in the size and methods 
of production of a firm, a necessary condition is that the value of 
each factor of production will be equal to its marginal net product, 


ae 
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The share of each factor will, therefore, in equilibrium, be determined 
by its marginal productivity. 


ASSUMPTIONS OF THE THEORY: This is, in short, the theory 
of marginal productivity. As we have seen, it rests upon the 
following assumptions. First, it assumes that all units of a factor 
are homogeneous, so that we can substitute various units indis- 
criminately. Secondly, the different factors, though co-operating 
with each other in the production of a commodity, can yet be 
substituted for each other in the sense that at the margin, we can 
use either more land and labour, or more labour and less land and 
capital. Hence thirdly, it presupposes the possibility of a continuous 
variation in the use of the factors. Fourthly, it is based on the 


law of diminishing productivity as applied to the organization of 
a business. 


The theory can be applied to explain rent, interest. wages and 
profits. If an entrepreneur cultivates more and more plots of 
land with a fixed amount of labour and capital. 
The theory as ap- the total produce will increase at a diminishing 
plied to explain rate. The rent of a fixed plot of land, assuming 
mateo” Meet) all plots to be equally fertile, will tend to equal 
the marginal productivity of the plot. The 
marginal net product of capital is what the whole industry produces 
when one unit is added, minus what it can produce when that 
unit is taken away, provided that in both cases, the supply of 
other factors remains constant, and that the industry is organized 
in both cases in the most appropriate way. Interest on capitat 
will tend to equal this net product. Wages will tend to equal the 
extra product that will result from the employment of an additional 
labourer, other things remaining the same, Lastly, profits, or the 
shares of an entrepreneur are the amount which the community is 
able to produce with his help over and above what it could produce 
without his help. 


Lastly, the theor 
substitute one fa 


so long as that 


y is based on the assumption that producers 
ctor for another, or employ more of one factor 
would lead to an increase in their profits. If they, 


objective, they 
are below the 


| 
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the theory has been subjected to a great deal of criticism. 
A most common criticism is that advanced by Taussig, and also’ 
by Davenport and Adriance. In their opinion, 
There dE a, Jont. a duct i joint product, and cannot 
sedis D banna se--| CVETA product;3a. jon p - 
parate product of be separately ascribed to either capital or 
any Sector. labour, or land. It is impossible to isolate 
and measure the ‘specific’? product of each of the factors. As 
Carver puts it, “you cannot unscramble the eggs.” The product 
is an inextricable mixture of different factors. But this miscon- 
ceives the use of the marginal productivity theory. When we 
say that marginal net product of a factor is this, we do not mean 
thereby that this net product is due solely to that factor. We 
merely impute that product to that factor. There is no other way, 
except this, of measuring the services of factors used jointly im 
production. It is merely a case of joint demand, and the same 
situation also appears in the case of consumer's goods like butter 
and bread. There is no more special difficulty about separating 
the productivity of labour, or capital on the ground that it is 
always associated with other factors, than there is about determining 
the utility of butter, because it is always demanded with other goods. 


Secondly, another critic'sm of the theory has been stated by 
Wieser, and the same attack has been made by Hobson. The 
marginal net product cannot afford a good measure of the services 
of a factor, because when one unit is withdrawn from production, 
that would so disorganise the whole business that productivity 
of other agents will be considerably diminished. Hence the amount 
by which the total output will diminish when the marginal unit 
is withdrawn will be much larger than what can be imputed to 
that unit alone. Hence follows the paradox that the sum of 
marginal net products of all factors, as determined separately 
according to the theory, will be greater than the actual total 
product.—an obvious absurdity. Error in this line of reasoning 
lies in fixing attention upon a small business organization and 
large units of factors. But generally the actual size of a business 
unit is so large, and ordinary units of the factors are so small 
that the withdrawal of one unit of a factor will not affect the 
productivity of other factors appreciably. Theoretically of course, 
units must be infinitesimally small. But the error, or the difficulty 
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resulting from this belongs to what Marshall calls, “the second order 
of the small,” and hence may be neglected. 


Thirdly, the oppos:te criticism is that answered by Wicksteed. 
The sum of the marginal net products of all factors will be less than 
the total product, thus leaving a surplus. Wicksteed disproves 
this criticism by assuming that the proportionate increase of all the 
factors will increase the quantity of the product in the same propor- 
tion. That is, he assumes constant returns ; but this assumption 
4s not always valid, and introduces certain difficulties. 


Fourthly, another serious difficulty with regard to the measure- 
ment of the marginal net product is that the marginal productivity 
of a unit of a factor to a particular firm will be considerably less 
than that to the industry as a whole when there are economies of 
large-scale production. For, a great division of labour follows 
as an additional unit is made available to the industry. When the 
increase has worked its full effect, that is, when the whole organiza- 
tion of the industry has been adjusted to the new supply, it is quite 
possible that marginal productivity of a factor to individual firms 
is less than that to the industry as a whole. Thus so far as produc- 
tion takes place under increasing returns, the determination of 
‘marginal net product is surrounded by a margin of doubt. 


Fijthly, Hobson denies the possiblity of variations in the use 

‘of factors. According to him, actual technical conditions of a 
business and the existence of fixed capital, like machinery, etc., 
dictate the proportions in which factors are to be used, There are 
many machines which will require the services of only one labourer. 
_ Employment of two labourers will be less under such circum- 
stances. Combination of different factors is thus pre-determined 
by the technique of the business, just as proportions of ingredients 
for a cake are rigidly fixed by the recipe. Hence unless we can 
vary the use of a factor, we cannot determine 


zh general, there is a large possibility of varying the proportions 


in wh'ch di i ; 
ch different factors can be combined. Progress in business 
organizaton is really 


posable M ) possible only because such variations are 
is - Moreover. if we take a long period, the existence of fixed 
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Welfare, Hick 


its net product. But 


lJoan Robin 
Pigou. Economies of f Imperfect Competition, p. 397. Also 


s: The Theory of Wages, Appendix. 
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capital introduces no serious difficulty regarding the possibility of e 
variation in the use of factors. For, in the long period, there are — 


no supplementary costs, and machines have to be either renewed, or 


replaced by other factors. Hence it is not appropriate to deny the : : 


possibilities of variation. 


Marginal productivity is thus an important influence deters — 


mining the remuneration of factors of production. It should be | 


noted that the theory only states what employers can pay to the 
à 1 factors. But in actual life, perfect competition 
on Be ere does not usually exist in the labour market. 
imperfect competi- There is a continuous friction in the economic 
yon: system which prevents proper adjustment 
between interest, rent, wages and marginal net products. But such 
a continuous maladjustment will set up tendencies towards removing 
the discrepancy. 


Lastly, the marginal productivity theory of factor-pric'ng does 
not carry with it any ethical justification. The marginal producti- 
vity theory seems to imply that because factors get what they 
produce, the present distribution of income is just. But it should 
mot be forgotten that market-value which tends to equal the 
marginal net product bears no necessary relation with the social 
service. Hence the theory should not be applied to justify the 
present distributive system. 


CHAPTER XXII 


RENT 


THE MEANING OF RENT: The ordinary use of the term "rent" 
means any periodic payment for the hire of anything, such as 
payments made by tenants to the landlord for the use of a building, 
or of a farm. But this makes no distinction between the income 
from the use of land and the return from the investment of capital 
in land. Only the former is to be called rent in Economics, and 
the latter is interest. Economic rent, therefore, is the payment for 
the services of land in production. 


The rent that is usually paid by a tenant, ie., gross rent, 

includes (a) a payment for the use of land as such, i.e., economic 

rent; (b) a return on capital invested in the 

redo and rent building or other improvements i.e., interest, 

and (c) a payment for the services of a landlord 

or his agents in supervising the investment in land or building i.e., 

wages. It may also include some payment on account of risks 
Which a landowner might have borne in developing the land. 


RICARDIAN THEORY OF RENT: The classical theory of rent is 
usually associated with the name of David Ricardo, though it should 
be noted that the theory was stated in a crude form by other writers 
before him. According to him, “rent is that portion of the produce 
of the earth which is paid to the landlord for the original and 
indestructible powers of the soil.” All lands are not equally fertile ; 
there are inherent differences between different plots of land. Rent 


arises because of the differential advantages in production possessed 
by superior land over inferior land, 


— 


M 
4 
4 


RENT 237 


nobody will pay anything for an article whose supply is unlimited. 
Let us next suppose that another batch of settlers go to the country. 
The remaining best plots would soon be cultivated. But total 
produce that is raised on the best plots may not be sufficient to 
satisfy the increased demand for food. Under the circumstances, 
new settlers must begin to cultivate the next best plots, or the second 
grade land. These plots yield less than the best land. To the 
application of the same amount of labour and capital, the best plot 
yields (say) 35 mds, and the second grade land 30 mds. of 
wheat. The price of wheat must be such that by selling 30 mds. 
of wheat, the expenses of employing that amount of labour and 
capital (including normal profits of cultivation) must be covered. 
Otherwise second grade plots would not be cultivated. When 
second grade plots are cultivated, the best plots yield a surplus 
of 5 mds. above the expenses of production, which are the 
same for both classes of land. This surplus is rent, whether it is 
pocketed by landlord or tenant. Similarly, if demand for agricul- 
tural produce remains unsatisfied after all second grade plots . 
have been cultivated, third grade plots must be cultivated. These . 
yield less than second grade plots, and so when they are cultivated, 
second grade plots yield a surplus ; and first grade plots, a larger 
surplus. Second grade plots will then yield some rent, while that 
of the first grade plots will increase. This surplus, or rent arises 
because of superior fertility of better plots of land. 

Suppose that labour and capital (including the profit of the 
cultivator) that are applied to one acre of first class land will get 
their normal rewards if the total produce sells for Rs. 70 (i.e. 
Rs. 2 per md.); and let us suppose that price of each md. 
is Rs. 2. There is no surplus, and total sale-proceeds are distri- 
‘buted among labour and capital that are engaged. If, owing to 
the increase of population demand for agricultural produce rises, 
price rises from Rs. 2 to 2% per md. It becomes profitable 
to cultivate second class plot with the same amount of labour 
and capital Its produce per acre is 30 mds. and price is 
Rs. 70,—the sum just sufficient to remunerate the labour and 
capital. Since there can be only one price in the market, the 
produce of the Ist class plot will sell for Rs. 81. The expenses on 
account of labour and capital are Rs. 70. The Ist class land will, 
therefore, yield a rent of Rs. 11. 
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Moreover, the best land will be more intensively cultivated 

as demand for agricultural produce rises. But as more labour 

and capital are applied, the law of diminishing 

Rent and the law returns will come into operation. The second 

ae “dose” of labour and capital will yield less than 

the first; and hence there will be a surplus on the earl'er doses 

of labour and capital over the marginal dose. As the best land 
is thus cultivated more intensively, its rent will rise. 


Lastly, situation is also a factor in the determination of rent. 
All plots are equally fertile, but some may be situated near the 
market, while other lands may be at a distance 
Situation rent, from the market. The yield from every acre 
of land is 35 mds. If the price of wheat 
is Rs. 2 per md., distant plots will not be cultivated. For, in 
addition to the expenses due to labcur and cap'tal applied in 
cultivation, which are the same on all land, there is some additional 
expenditure involved in sending the produce from a distant place 
io the market. So cost will be higher on these plots. As supply 
from the distant lands falls off, price of crops therefore rises, 
and must be such as to meet the additional expenses of transport 
from the distant plot of land. The better situated plots, therefore, 
yield a rent. So land yields a rent, because of the differential 
advantages possessed by each plot of land, the advantages being 
either of fertility, or of situation. 


As a natural corollary of his theory of rent, Ricardo held 
that rent was the result of price and therefore did not enter into 
price. Price of the produce tends to become equal to the cost of 
r preduction on the marginal land. If price of 
osa the produce obtained from the marginal land 

y does not cover the cost of production, that land 
will be naturally withdrawn from the cultivation of that crop. As 
a result, supply of that crop will fall, but if demand for foodstuffs 
is the same as before, price will rise until the cultivation of that 
crop in those lands will again be paying. Thus the price of the 
E will correspond to the cost of production of that crop on the 
marginal land. But the marginal land ‘ex 


ind AH A -hypothesis’ is a no-rent 
and. Hence it is not a part of the cost o 


f production of the crop 
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and consequently of its price. Thus according to Ricardo, high. 
prices are the cause of high rents, and not vice versa. 


The Ricardian theory of rent has been subjected to a good 
deal of criticism. First of all, it has been pointed out that there 
are no inherent and indestructible powers of the soil. Good land, 
after a few years of cultivation, loses its fertility, because the 
chemical composition on which fertility depends is exhausted after: 
a few years of continuous cultivation. This is of course true. But 
land also possesses certain qualities like soil composition, humidity, 
climate, ete., which are indestructible. 


The second criticism offered by Carey and Roscher is directed 
against Ricardo's order of cultivation. They point out that in new 
countries the best land is not invariably cultivated first. Land 
situated near human habitation is first cultivated, whether it is 
good or not. Thus the order of cultivation laid down by Ricardo 
is wrong. To this objection Walker replies that when R'cardo 
referred to the best land, he took both fertility and situation into 
consideration. 


Another criticism against the Ricardian theory is that his 
contention that rent does not enter into price is unwarranted. We 
shall have a thorough discussion of the relation of rent to prices 
later on in this chapter. 


THE MODERN THEORY OF RENT: The basis of the R'cardian 
theory of rent was the assumption that land was quite different 
from other factors of production as its supply was completely 
inelastic. That is why Ricardo considered that the payment for 
land required a different explanation from that of the payment 
of cther factors of product'on. But from the short period point 
of view, the supply of all factors is equally inelastic, while if a 
sufficiently long period of time is teken into consideration, the 
supply of land may be quite elastic. Though land surface cannot 
be increased, the effective supply of land for purposes of increasing 
the yield of crops can be augmented through irrigation, reclamation 
of land, application of manure etc. 


Hence modern economists now seek to explain rent in terms 
of the theory of marginal. productivity as in the case of any other 
factor of producton. Like labour, land is also a heterogenous — 
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factor. Like any two workers qualities of two plots of land may 
be different. Thus rent can be determined on the basis of the same 
principles as wages. Rent offered for a plot of land tends to be 
equal to its marginal product to a tenant. Let us assume that 
differences in fertility and situation are absent,—all plots of land 
are equally fertile and are situated at the same distance from the 
market. A farmer is cultivating 50 acres of land with (say) 
100 units of labour and capital. He is getting a certain amount 
.of crops. He then takes up another acre of land, all other things 
remaining the same. So he is now cultivating 51 acres of land with 
100 units of labour and capital. Each acre of land will then be 
cultivated more extensively than before. The additional amount 
of crops that will now be obtained over that when 50 acres were 
cultivated is the marginal product of the 51st acre of land and rent 
-of this acre of land will tend to be equal to this marginal product. 

Differences in the fertility of plots of land should not also 
cause any difficulty. If a plot of land is more fertile than another, 
the marginal product of a given quantity of labour and capital will 
be greater on the first plot of land than on the second plot. Thus 
‘such a plot of land will yield higher rent. 


RENT AND PRICE: According to Ricardo, rent of land is a 
surplus above the cost of production, and does not, therefore, 
determine the price of agricultural produce. The proof that 
Ricardo advanced in support of this statement is simple enough. 
Rent on a plot of land is the difference between the produce on 
that plot of land over that on the marginal or no-rent land. By 
‘hypothesis, the marginal land pays no rent; and since the price 
of agricultural produce tends to be equal to cost of production on 
‘the marginal land, rent does not enter into the price of the produce. 
Rent is, on the other hand, the result of price. It is not true to 
say that rent is high, and therefore, the price of corn is high. 
The correct statement is that price of corn high, and therefore 
rent is high, It is only when price is high that inferior land is 
brought into cultivation, and superior plots of land yield a surplus 


above cost of production. Rent is thus price-determined instead 
of price-determining, 


ru Statement implies that rent is a surplus above cost of . 
‘production. In what sense can we support this statement ? There 
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ìs a sense in which classical economists understood this statement. 


According to them, all costs reflected real costs of production, 
The supply of labour or capital involves some disutility, to over- 
come which a payment must be made. Wages and interest are, 
therefore, a part of necessary costs of production. But supply 
of land is a free gift of nature and so involves no disutility. There 
is no element of real cost in the case of land. Payments on account 


of the services of land are not, therefore, a part of necessary costs 


of production, i.e., necessary to overcome any disutility. 


If we regard the supply of land as a whole, it has no 
alternative use and the total of rents paid will not form a part 
of the price of the produce. But supply of 
Rent as a transfer — ]anq for the cultivation of any particular crop 
‘cost, . Mié 
is not limited. A plot of land has alternative 
uses. In order to produce more paddy, more plots of land have 
to be cultivated under paddy. In order to attract more plots of 
land to the cultivation of paddy, people would have to offer at 
least that amount. and if not a little more, which a plot of land would 
have earned when jute was cultivated on it. This is the transfer 
cost of land, and it enters into the cost and the price of paddy. 
If a cultivator does not agree to pay at least this amount as Tent, 
that plot of land will not be available for the cultivation of paddy. 
Thus from the point of v'ew of the supply of land for any particular 
use, the rent to be paid is not a surplus, but a part of the cost of 
cultivation of that crop, 


Similarly, from the point of view of an individual cultivator, 
rent is a part of his cost of production. If he does not agree to 
pay rent for a plot of land, he would not get it for cultivation, So 
from, his standpoint rent is a part of his cost of production. 

URBAN SITE RENT: Urban site rent is determined on the 
same principles as the rent of agricultural land. But in the case 


of urban sites, differences in fertility are of no importance. Their 


rent mainly depends upon the relative situational advantages of 


different sites. 


Rent on houses built for residential purposes depends upon 
situational advantages—such as broad street, frontage on parks, 
etc. But other factors also enter into the determination, of demand 


16 


7 


of some plots to the exclusion of others. “Nearness to one's ww 
BH aj 


d 
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is in many cases alone suficient to explain the demand for some 
plots. Crowded, noisy and unhealthful city streets attract the 
working-class more than quiet lanes in the country.” ‘The rich 
are attracted to other quarters, where the fashionable people live. 
Certain streets are flocked by those who want social distinction. 

In addition to situational advantage, investment of more 
capital on the same plot of land for adding additional storeys also 
gives rise to rent. The law of Diminishing Returns operates both 
on agricultural land and on urban sites. After the addition of a few 
storeys the marginal storey is reached where the annual cost of 
management, maintenance and upkeep is equal to its rental value. 
Due to many reasons the lower storeys are rented at a progressively 
increasing rent, especially when the building is let for commercial 
purposes. The difference between the letting values of lower 
storeys and of marginal storeys constitutes rent. 

All building sites give rise to the problem of unearned 
increment. The suburbs of a town at first command a low rent, 
but as the town is extended, the suburbs acquire value and the 
building sites begin to command higher rent. 
Similarly. with the opening of a new street 
or with the building of new parks, sites facing 

those streets or parks earn high rent, though the owners of such 
sites have done nothing to raise the value of their sites. Agricultural 
land sometimes brings in unearned increment eg, when a town 
springs up in the vicinity of such lands and those agricultural lands 
are used as suburbs or when railway linés are opened and these 
plots of land become connected with distant markets. The increase 
lin the capitalized value of urban sites is a common experience in. 
many countries. This reaping of unearned increments of rents by 
owners gives rise to complex social and political problems, Socialists 
maintain that such unearned increments should be confiscated by 
the State and the government has always found in them proper 
objects for heavy taxation, Ý 
i ECONOMIC PROGRESS AND RENT: Let us suppose that some 
Tmprovement is effected in agricultural machinery, or an improved 
Og oy Dye of manure is invented as a result of which 
L provements; production per acre of land. increases by a 
larze amount. There will now be more pro- 
ral labour. If demand for agricultural produce 


Unearned incre- 
ment of rent, 


"m. duce per agticultu 
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does not rise, increased production would bring down prices of 
crops. Marginal lands (ie. lands which were barely worth culti- 
vating at the older and higher price), would go out of cultivation, 
and aggregate rents would fall. But improvements may affect the 
rents of different grades of land differently. Better lands may 
respond in a higher degree to improvements than lower grade 
lands. In such a case rent on better plots of land might increase. 
But if the improvement affects only the lower grade lands, then 
they may become as productive as the better grade lands. In such 
a contingency rent on the better class lands may fall or dwindle to 
zero. 


We shall next consider another class of improvement viz., 
improvement in transportation and its effect on rent. If, by some 
inventions, transportation is cheapened in a 
Improvement in particular country, rent arising out of situational 
transport. . . 
advantage will gradually fall. The market will 
be supplied from outlying districts of the country and consequently 
rent of land near the market will fall and rent of lands in outlying 
districts will rise. Similar is the case when an old country is 
supplied by the produce from fertile areas in new countries. Rent 
of newly opened-up areas rses while inferior land at home goes 
out of cultivation. Therefore aggregate rents fall in old countries 
and rise in new countries. 


The amount of rent varies directly with the growth in the 
number of population, An increase in population creates a demand 
for agricultural produce. This extra demand is met either by 

intensive cultivation of better grade land, or 


o. of popu- by having recourse to inferior land. The 


margin of cultivation is lowered and rent rises. 
Further, the growth of towns encourages the use of land for 
purposes other than the raising of produce. This brings about a 
greater scarcity of land than before for agricultural purposes. 
Hence rent increases still more. 


Lastly, as incomes and the standard of living of the people 
rise, the proportion of their incomes spent cn staple articles of 
food diminishes. The capacity of the human stomach is limited, 
and so when the income is doubled the ind'vidua! may double his 
consumption of many things. but he will not double his consumption 


244  , AN INTRODUCTION TO. ECONOMIC THEORY 


of simple forms of food. As income rises, the proportion of income 
spent on focdstuffs contnually diminishes. Hence with the rise 
in the standards of living, the price of agricultural produce registers 
a greater fall relatively to prices of the products of other industries, 
or does not rise as much as in other industries. Rent, therefore, 
fails to rise as rapidly as incomes from cther industries. 
QuasrRENT: The concept of quasi-rent was introduced into 
economics by Marshall, By quasi-rent he meant “the income 
derived from machines and other appliances 
Nature of quasi- oi production made by man." His argument 
rent, < t 
is that the supply of land and other free gifts 
of nature is fixed for all time to come. The stock of appliances 
made by man may remain fixed in the short period, but this supply 
may be increased to a considerable extent if suíficent time is 
allowed. We have already seen that income from any agent ol 
production which is permanently fixed in supply is to be regarded 
as rent, If limitation in supply gives rise to rent, we may describe 
income from any property whose supply is either permanently or 
temporarily limited, as a sort of rent. Marshall suggests that 
income from those things that are permanently fixed in supply 
should be regarded as rent, and income from those things that are 
temporarily fixed in supply should be regarded as quasi-rent— 
‘rent’ because it pertakes of the nature of rent as its supply is 
limited, and at the same time, (quas? because the limitation in 
supply is not permanent, but is more or less temporary. To take 
an illustration, suppose that the demand for fish increases suddenly 
in a particular season. The supply of fish being less than the 
demand, its price will go up. Of course, fishermen, tempted by 
the high price, will try to catch more fish by working extra time 
and by requisiticn'ng boats and nets that have long been out of 
use. If the increase in demand persists for a longer period, new 
boats and nets will be made and more persons will be attracted 
to the trade and the supply price of fish will increase until it 
comes down to its former level. Income from boats and nets is 
thus to be regarded as quasi-rent. This illustration was chosen 
by Marshall in order to show that the supply of man-made appliances 
co owe Hue ues d 
xui CER iss i x not to be supposed that quasi- 
cver the normal return from appliances 
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made by men, whether considered in the short period or in the. 
long period. Flux and others held that quasi-rent was not the 
whole of the income derived from property, but only the excess over 
the normal return. Flux would regard any deficiency between 
such income and normal return as ‘negative quasi-rent.’ But these 
conclusions are unwarranted. The whole of the income at any 
period from man-made appliances, and not merely the surplus 
or deficiency over normal return is to be regarded as quas’-rent. 


'The likeness between rent and quasirent lies in this: in the 
short period the supply of man-made appliances is a fixed stock just 
i as land is. Income from such appliances in 
Etre nnd the short period bears the same relation to 
rent and quasi- price as rent does to land. But there is also 
Ier some unlikeness between rent and quasi-rent. 
Land in old countries is approximately a permanent and fixed stock 
while appliances made by man are a flow capable of being 
increased or dimin‘shed at will with variations in demand. The 
permanent scarcity of land gives rise to the phenomenon of rent, 
and rent as we know does not enter into price. In the short period 
on account of shortage in the supply of man-made appliances. 
income from these sources may not always bear any relation to their 
costs of production. But in the long period the supply of such 
man-made appliances will increase and the income obtained from 
them will be equal to the normal return on their cost of production. 
Hence quasi-rent is not a real surplus ; the sum total of all quasi- 
rents must cover the normal return to capital. In the long period, 
therefore, quasi-rent is not a real surplus, but enters into cost of 
production. Hence it may be an unnecessary profit in the short 
period, but is a necessary part of normal profit in the long period. 


i There is a second sense in which Marshall uses the term 
quasi-rent. He holds that quasi-rent is an element in wages? and 
in profits. Income of a man which is due to acquired personal 

qualities is in the nature of quasi-rent. “A 


Quasi-rent as i person is supposed to have certan capital 
element in profit : A E. » 1 
and: Ward invested in training or accustoming him to 


some lucrative occupation and the income 
which he derives from the qualities he has thus acquired... . .is to be 


2 Marshall. Principles of Economics. p. 504. 
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called quasi-rent when thought of not in relation to the capital 
invested but as a certain amount in the same way that rent is 
thought of.” It differs from what Marshall calls the rent of extra- 
ordinary natural abilities because these are given by Nature like 
‘pure land. 

Thus Marshall does not stick to his own definition of quasi- 
rent as an income from appliances made by man. Cannan’ rightly 
objects to Marshall’s application of the term in the second sense. 
There is a good deal of difference between the ownership of an 
appliance and possession of personal qualities. You can distinguish 
between the income derived from the source of current labour 
and the part derived from the source of personal qualities. 
Marshall himself says, “human beings are not brought up to their 
work on the same principles as a machine, a horse or a slave.” 

Hence it is better to regard the income received by labourers 
as a whole, differences in the incomes of labourers being explained 
by the distribution of natural and acquired talents, than to make 
a classification of labour incomes into income from personal labour 
and income from natural or acquired qualities. 


ELM 
+. 3A Review of Economic Theory, pp. 327-29. 


p 


—-C HAPTER XXIV — 
INTEREST 


In Economics, the term ‘interest’ refers to the payment for 
the use of funds, when there is no risk of non-payment, when 
no inconvenience and no additional work are 
gesend Mer involved in relation to the loan. This is also 
referred to as ‘pure’ or ‘net’ or ‘economic’ 
interest. But the sum that is usually paid by a borrower to a lender 
includes, besides such pure interest, payments to cover the risks, 
payments on account of the troubles and inconveniences to which 
the lender is put and also payments on account of the work that the 
lender is called upon to do. Thus gross interest includes (a) i.e., 
payment on account of the use of funds only ; (b) insurance against 
risks; (c) payment on account of trouble and inconvenience. Risks 
have been divided by Marshall into two classes, trade risks and 
personal risks. The former arise from the fact that before production 
is over, demand may change, or the price of raw materials may fall, 
or new inventions may lower the cost and hence price of the product 
may also fall The latter arise from the fact that borrowers may 
be dishonest, or incapable. A lender must be paid an additional 
sum to recompense him for these risks. Where a loan involves 
risks, the lender is put to a great deal of trouble for minimising 
these risks as far as possible. Moreover, a borrower may repay 
the loan at a time very inconvenient to the lender, when he cannot 
find any fresh outlet for his funds ; or the lender may be called 
upon to invest his funds for a period longer than he thinks desirable 
or safe. The greater the inconvenience, the higher the gross interest. 
(d) Lastly, gross interest also includes payments for work. Every 
loan involves some amount of work for keeping records of payments 
of small instalments, etc. The lender expects to be recompensed for 
this additional work. 

The gross interest may often be very high, while net interest 
may be low. Moreover, net interest tends to be equal throughout 
a country. The force of competition will settle one single rate for 
the whole country. But there is no such tendency towards equality. 
of the rates of gross interest in different places within a country. 
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THEORIES OF INTEREST 


THE PRODUCTIVITY THEORY OF INTEREST: The theory states 
that interest arises on account of the productivity of capital. The 
amount that labour produces with the help of 
Interest is paid capital goods is generally larger than the 
Secate cont P amount it can produce when working by itself. 
Machinery and tools invariably add to the 
income of those that use them. That is why they are demanded 
by individual employers. The use of capital, as we have seen, 
means round-about production. Labour is first engaged in making 
tools and plants, developing the means cf communication ; after 
a certain period is over, the final product emerges. Thus as more 
and more capital is used, the method of production becomes more: 
‘and more round-about. And usually, though not always, the more 
round-about the method of production, the larger is the volume 
of the output. 

The use of capital in production is subject to the law of 
diminishing productivity. As increasing units of capital are 
applied. as methods of production become more and more round- 
about, or capitalistic, (supply of other factors remaining the same), 
output increases at a diminishing rate. An employer will 
go on adding more and more units of capital until he stops 
at that point where the price that he has to pay for each unit 
is just equal to its product. Similarly, in his search for profit, 
he will substitute units of capital for those of labour or land, if he 
thinks that at their relative prices output will increase by & 
larger ratio than the expenditure involved. At last he will arrive 
at the margin of indifference ; he is indifferent whether he uses 
more capital or more labour or more land, because the addition 
of any of them will increase the output by the same ratio. What 
is true of an individual entrepreneur is true of the society as well. 
Rate of interest will, therefore, tend to be equal to the marginal. 
productivity of one unit of capital. 

The theory has been criticised in recent times. The formula 
that ‘capital is productive’ may mean either of the two things— 
Tis uon, Nilus that capital produces either more goods or 
circular reasoning, More value. The increase of physical products 

is obvious enough. But from this fact we 
cannot conclude that capital produces more value. To deduce 
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that, we must first know the value of capital goods that have been - 
originally employed. The present value of capital goods depends: 
upon the value of their future incomes, and “in this dependence 
lurks implicitly the rate of interest.” The value of machinery is. 
determined by discounting its future incomes, and in the process 
of discounting, we must assume a rate of interest. If, from a 
machine, we get an annual income of Rs. 1,000, we cannot at once: 
say that the rate of interest is 5 per cent. All that we know is 
that from the machine, we get an income of Rs. 1,000 per year. 
And by capitalising this income at 5 per cent, we find that the 
value of the machine is Rs. 20,000. "Therefore, when we say that 
the price of the machine is Rs. 20,000 and its yield is Rs. 1,000: 
we have already assumed that the rate of interest is 5 per cent. We 
are then determining a thing which we have already assumed in 
our figures. The productivity theory, therefore, involves us in 
circular reasoning. 


None-the-less, that productivity exercises some influence on. 
the determinat‘on of the rate of interest cannot be denied. Even 
Fisher, the most relentless critic of this theory. 
Influence of pro- admits this in the very title of his books: 
Hoa on im = “The theory of interest, as determined by the: 
impatience to spend income and the opportunity 
to invest it.’ The latter is nothing but productivity of capital in 
different industries. If we accept the neo-classical theory that 
the rate of interest is determined by the demand and supply of 
loanable funds, the marginal productivity of capital will be am 
important factor to determine the businessman's demand for loan- 
able funds. Other things remaining equal, autonomous changes in 
the marginal productivity of capital, caused by new inventions, 
or new sources of power, or other dynamic changes, are likely to: 
raise the demand for such funds for investment, and hence the rate 
of interest. On the basis of Keynesian theory, changes in the 
marginal productivity of capital influence the rate of interest by 
affecting the demand for money. Improved prospects for invest- 
ment (or a rise in the marginal efficiency of capital) induce busi- 
nessmen to demand large funds to finance projects of capital 
construction, Other things being equal, this will cause the rate 
of interest to rise. 
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ABSTINENCE, OR WAITING AND INTEREST: This theory seeks to 
find out the factors that limit the supply of funds. Senior was 
the first economist to point out that saving, which was later on 
embodied in capital-goods, involved a sacrifice, an ‘abstinence’ 
as he called it. People may spend the whole of their income in 
consuming present goods. But when they save, they ‘abstain’ from 
present consumption. Such abstinence is disagreeable. Hence in 
order to induce people to save we must offer them some induce- 
ment as compensation for their sacrifice. Interest is, therefore. the 
compensation for abstinence. 


Criticism was soon levelled against the word, ‘abstinence’ as 
it always suggested an idea of suffering. But not all savings involved 
pain or discomfort. There is no pain-element in the savings of 
Mr. Ford. Hence in answer to this criticism Marshall subst'tuted 
the word ‘waiting’ for abstinence. 


Saving connotes waiting. When an individual saves a part 
of his income, he does not thereby eternally refrain from con- 
sumption. He only defers his consumption for a certain pericd, 
ie., till the fruits of his savings come in an increasing flow after- 
wards. Meanwhile he must wait, and as a rule people do not like 
to wait. Not only saving, but all kinds of productive activity 
involve waiting. A farmer who sows his crops must wait till crops 
are harvested. The gardener who plants a seed must wait till it 
grows into a tree and begins yielding fruit. Labour must be 
applied before the final output can be consumed. Meanwhile. both 
labourer and capitalist must wait. Waiting is, therefore, a necessary 
cond tion for production. It is thus a separate factor of production. 
and can be substituted for other factors. 


Since waiting is a factor of production, its price will be 
determined by the marginal analysis, That is, the rate of interest 
tends to equal the reward necessary to call 

SUE M re forth marginal increment of saving. There 
may be certain amounts of waiting that will be 

supplied even if there be a negative rate of interest. Individuals 
may be so extremely cautious by temperament, or so anxious about 
the future, that they will save even if they get back a smaller sum 
în future, Such cases are, of course, theoretically possible. But 
they are rare in actual life. Similarly, there would be some waiting 
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if there was no interest, a case perhaps more common. The 

richer persons cannot but save ; it is impossible for them to spend 
F the whole of their huge income. Hence in their cases, waiting ` 
is more or less automatic. There may also be cautious persons 
who will save if they are only sure that they will get back the same 
.sum in future. So a large amount of waiting will be supplied at 
very low rates of interest. But the aggregate amounts of waiting 
that will be supplied in this way are not usually sufficient to satisfy 
the demand. The rate of interest must go up until marginal 
savers contribute their mite. At this point, the supply of waiting 
is equal to its demand. Strictly speaking, it is not correct to speak 
P of the marginal saver ; the expression should rather be marginal 
increment of waiting that is required for production. The rate of 
interest must be high enough to call forth this increment of 
savings. 


eae Uv 


This theory provides reasons for the scarcity of savings, or 
of the supply of loanable funds so far as the latter depends upon 
the volume of voluntary savings. But it does not furnish a com- 
plete explanation of all factors determining the rate of interest. 
The supply of loanable funds is scarce, not only because people 
do not like to wait, but also because they may like to hold cash 
at present, 


TIME PREFERENCE, OR ACIO AND INTEREST: The theory states 
that interest is the agio or the premium which present goods 
command over future goods of a like kind and a like amount. 
This premium arses from the fact that men, as a rule, prefer 
the present to the future. Just as owing to the defects of our 
ocular vision, distant things appear smaller, so owing to our mental 
make-up future goods, or future satisfaction appear smaller than 
‘they actually are. That is, the future undergoes a discount when 
reviewed from the present. That discount is interest. 


In a definite form, the theory was first advanced by John Rae 
in 1834. Later, it reached full development at the hands of 
Bohm-Bawerk, the leader of the Austrian school of economics, and 
of Fisher. There is a slight difference in the presentation of the. — 
theory by Bohm-Bawerk and by Fisher. M 
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According to Bohm-Bawerk, present goods possess an agio 
over future goods, owing to the fact that people prefer a present 
satisfaction to a future satisfaction of an equal 
Bohm-Bawerk's amount and of equal certainty. This prefer- 
iA ence, according to him, is due to three 
circumstances. First, the future is less clearly perceived than the 
present. This fact is called “the perspective under-estimate of the 
future.” Secondly, owing to the fact that present wants are felt 
more strongly than future wants, demand for present goods is 
relatively greater than that for future goods. Hence there is a 
relative scarcity of present goods as compared with future goods. 
(ie. scarcity in relation to demand). Thirdly, the more round- 
about the processes of production are, the greater is the final 
output. Hence owing to the greater productiveness of time- 
consuming, or indirect methods of production, present goods possess. 
a ‘technical superiority over future goods.’ 


Fisher would accept the first two conditions. But the third. 
^n his opinion, surreptitiously brings in the productivity theory. 
The greater productivity of longer processes of production requires 
more proof than has been adduced by Bohm-Bawerk. Granting 
the proposition, it appears to be nothing but the productivity theory 

; Ag of which Bohm-Bawerk was a vehement critic. 
oo Moreover, according to Fisher, the third factor 
acts on interest by modifying the first two 
factors. Owing to the greater productivity of the capitalistic 
process of production, there is an abundant supply of goods in the 
future. Hence demand for future goods will fall relatively to the 
present. Owing to this reason, and also because of the greater 
urgency of present needs, present goods are preferred to future 
goods, and therefore possess a technical superiority over the latter. 
The third factor is, therefore, not an independent determinant of 
interest, but works out its effect through the first two factors, 


) According to Fisher, “time-preference” is the central fact 
in the theory of interest, By that phrase he meant what Bohm- 
BER abe Bawerk understood by “the perspective under- 
heavier estimate of the future”, Tt is the preference 
that an individual has for present income or 


satisfaction over future income or satisfaction of an equal amount. 


liber. a 
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and equal certainty. lt will be determined by the rate which will 
overcome the individual's ‘impatience to spend income. This degree 
of impatience of an individual depends, first, upon size of his 
income ; secondly, upon the distribution of the income in time ; 
thirdly, upon the composition of the income ; fourthly, upon the 
certainty of enjoying the income in the future ; and lastly, upon 
individual characteristics, like foresight, self-control, etc. The 
higher the income, the greater the chance that present wants will 
have been more satisfied. Hence an individual will discount the 
future at a lower rate. The converse happens with poor persons. 
The distribution of income may be conceived in three different 
ways :—uniform income throughcut, income increasing gradually 
in the future, and income decreasing in the future. If income is 
uniform throughout, the rate of impatience will then be determined 
by the size of the income and upon personal characteristics. If 
income increases with age, it means that the future is well provided 
for while the present income is relatively small, Hence the latter 
will be relatively scarce, and the rate of disccunt will be high, The 
opposite is the case with decreasing income over a period, and 
the rate will be low. Similarly, the composition of income works 
out in this way. Incomes of individuals are spent on different 
sets of gocds and services. The diminution of anyone set of 
goods and services would affect the rate of time-preference in 
the same way as a decrease in the income of individuals. 
Lastly, if the future is uncertain, the rate of time-preference 
would be high. But the discussion of the influence of risk and 
uncertainty belongs, not to the scope of the theory of interest, 
but to the theory of profit Above all everything depends on 
personal character. If the individual is of a spendthrift character, 
the degree of his impatience to spend would be very high. 

‘After individual rates of time-preference are determined in 
this way, they tend to become equal to the rate of interest.. When 
ihe rate of time-preference of an individual is higher than the 
market rate of interest, he will borrow and apply the sum to satisfy 
his more pressing wants ; just as he would buy additional units 
of a commodity when the marginal utility of additional un'ts to 
him is higher than the price. Similarly, when his rate of time- 
preference is lower than the rate of interest, he will lend to the 


market and gain thereby. In this way, an individual will ue 
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his income-stream, by borrowing or lending, until his rate of time- 
preference is equal to the rate of interest. 
LIQUIDITY-PREFERENCE THEORY OF INTEREST: The late 
Lord Keynes has put forward a new theory of interest. According 
to him, neither the theory of marginal pro- 
His criticism of ductivity, nor that of waiting is adequate to 
orthodox theory, s x P 
explain the rate of interest under all circum- 
stances. Of course it is true that marginal net product of capital 
tends to become equal to the current rate of interest. But that does 
not mean that the rate of interest is determined by the former. 
Marginal net product of capital is determined, on the one hand, 
by the expectations as to the future course of business, and on the 
other hand, by the cost of producing capital goods. These 
influences cannot determine the rate of interest. The rate of 
interest cannot also be the reward for saving. “For if a man 
hoards his savings in cash, he earns no interest even though he 
saves just as much as before"! Nor is it true to say that the rate 
of interest must be such as to equalise the demand for capital with 
the supply of savings as some of the classical writers assumed. 
The volume of savings in any country is of course equal to the 
value of investment goods, but not in the way assumed in the 
classical theory. When a particular individual saves a greater 
portion of his income than before, his act'on by itself, does not 
increase the aggregate supply of savings. Since he is now spending 
less money on current consumption goods, the incomes of the 
producers of consumption goods fall off. “One man’s expenditure 
is another man’s income, and when one spends less, the other men 
earn less.” So the immediate result of increased saving by an 
individual is a fall in the incomes of some others, They will, there- 
fore, be forced to: save less. Hence total savings may not increase. 
Provided that there is no new investment in capital goods, increased 
Savings by one individual will only lower the incomes of others, 
But when businessmen decide to produce more capital goods, more 
E is spent by them in hiring the factors of production. or in 
buying raw materials, etc. Incomes of the factors of production 
i ase. Thus when investment increases, the 


v0 l Keynes. 


ie The General Theory of Employment, Interest and Money, 
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volume of savings will also increase through higher incomes. So 
the volume of savings is brought into equality with the value of 
investment gocds, not through the instrumentality of the rate of 
interest, but through the level of incomes. 


The rate of interest is the price that has to be paid for 
borrowing money. The essence of a transaction involving the 
payment of interest is that a lender parts with 


Interest is the pay- money or immediate command over general 
ment made for bor- 


pees aney. purchasing power in return for a promise to: 


pay the principal sum and something extra im 
the future. If the borrower returned at the time of repayment 
the same sum of money that he had borrowed, the lender would 
have no incentive (apart from philanthropy) to part with his 
money. Hence the borrower must pay something extra in addition 
to the sum borrowed. Thus the rate of interest is the reward which 
is paid to the lender to overcome the latter's unwillingness to part 
with control over cash. In other words, it is “the reward for parting 
with liquidity.” 


An individual who possesses a certain amount of money 
income has first to decide how much of it he will save. This will 
depend on what Keynes calls as the propensity 
Meaning of Liqui- 49 consume. Given the propensity to consume, 
dity-preference. f i RE 
or its converse, the desire to save, the indivi- 
dual will save a certain proportion of his money income. It rema'ns 
for him to take another decision. He may hold his resources in 
the form of money (or immediate command over goods and 
services); or he may part with immediate command over general 
purchasing power in return for a promise of payment at some future 
date. In other words, he may “hoard” them, or buy bonds which 
will yield interest. How much of his wealth he will hoard (ie., 
hold in the form of cash or bank deposits), and how much he will 
invest in bonds will depend on the degree of his preference for 
retaining a portion of his resources in the form of money in 
different sets of circumstances. The preference for cash or liquidity 
over bonds is termed “liquidity preference.” 


Now the question is, why should anyone want to hold h's 
resources in the form of cash in hand, or in the form of bank 
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deposits, on which he earns no interest when he can easily get 

interest by buying bonds? There must be 
Causes of LiquiditY- some reason which induces individuals to forego 
rund interest and hold their wealth in the form of 
idle money. This preference for holding one's resources in a liquid 
form is due to a variety of factors. First, an individual will hold 
‘cash in order “to bridge the interval between the receipt of income 
and its expenditure.” Most of us receive our income after a month 
or a week, while we have to make payments almost day by day. 
Hence we must hold a certain amount of ready money in hand in 
order not to default in our current payments. The amount of cash 
which will be required on this account will depend on the level 
of incomes, on the interval at which incomes are received, and on 
the methods of payment prevalent in that locality. Secondly, 
businessmen and traders must also keep a certain amount of cash 
in their till, partly to oblige their customers and partly to make 
payments. Thirdly, cash is also held in order to provide for 
contingencies which may necessitate sudden expenditure. It may 
not always be possible to call in the loans granted, cr to sell 
securities profitably when sudden emergencies make it necessary 
to have ready cash. Lastly, cash may be held by individuals from 
the speculative motive. The ind'vidual may expect a future rise 
in the rate of interest, He may, therefore, hold his resources in 
the form of cash, with a view to lend them in future at high 
rates. Conversely, when people expect a fall in the rate of interest 
in the future they would at once proceed to lend their resources 
at ex'sting higher rates, and thus decrease their holdings of cash. 
So long as there are differences of opinion as to the future move- 
ments of the rate of interest, some will be holding money to earn 
profit from a future rise, while others will be parting with their 
money as they fear a fall in the rate of interest. Under normal 
circumstances, the amount of money which will be held in order 
‘to satisfy the first three types of motives is not much affected 
by changes in the rate of interest. It will depend on the level 
‘of incomes and on the general economic activity. The amount 
f money which is held cn these accounts might be called active 
balances, But the amount of money wh'ch is held to satisfy the 
‘speculative motive is sensitive to changes in the rate of interest. 
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The amount of money held on this account might be called inactive 
balances. 


Usually the higher the rate of interest, the smaller, in general, 
is the proportion of their resources which people will want to hold 
in the form of cash. For the loss of interest on idle cash will then 
be greater, while the gains from lending and from the purchase 
of securities are correspondingly higher. People will then be 
anxious to buy bonds. Some people may expect a future fall in 
the rate of interest and will then want to lend. Lastly, higher rates 
of interest will check business enterprises, cause new investment to 
fall; the level of money income will decrease ; and the amount 
of money required for transaction purposes will now be smaller. 
Similarly, at lower rates of interest, people will want to hold more 
money, because the loss of interest will now be smaller ; because 
some people will expect a future rise in the rate of interest, and so 
will hold idle balances at present; and because lower rates of 
interest will increase the level of money incomes. Thus we can 
draw up a schedule of liquidity-preference, showing the amounts 
of money which people will want to hold at different rates of 
interest. 

Given this schedule of liquidity-preference, the rate of interest 
will then be determined by the quantity of money existing at any 
time. "This is where, and how, the quantity of money enters into 

the economic scheme"? The rate of interest 
Th : must be such as will equate the demand for 

e rate of interest 2D 60. j 

and the quantity of money for liquidity purposes with the supply 
money. of money. The amount of money existing at 

any time must be held by some individuals. 
The rate of interest will be such as to induce individuals to hold 
all the available supply of money. If the rates of interest were 
lower than this unique rate, the aggregate amount of money which 
people will wish to hold will be greater than the supply of money. 
This would cause the rate to go up. Conversely, if the rates were 
higher than this level, there would be more money than people 
would wish to hold. Thus the schedule of liquidity-preference and 
the quantity of money in existence determine the rate of interest 


for any given period. : 


2 Ibid., p. 170. EY TON S 
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One important difficulty in connection with the theory is that 
Keynes is not very clear as to the meaning that he attaches to 
“money”. Money, he says, is co-extensive with bank-deposits. But 
he states in his d'scussion with Robertson that his theory does 
not run in terms of demand for and supply of credit. Moreover, 
the rate of interest is not independent of the demand for investment 
funds, as is stated by Keynes. The amount of cash balances that 
businessmen will hold is influenced to a large extent by their 
demand for “finance” for investment purposes. The rate of interest 
is not therefore determined independently of the marginal efficiency 
of capital. However, as Prof. Robertson has pointed out, Keynes’ 
statement is not incompatible with the neo-classical theory. The 
rate of interest may well be regarded as the reward for not hoarding 
(as in Keynes), and also for not spending it for consumption.® 


i LoawasLE Funps THEORY: A large number of writers 
including D, H. Robertson and Ohlin do not accept the liquidity 
preference theory. In their opinion, the rate of interest is 
determined not by the demand and supply of money, but by the 
demand and supply of loanable funds. The supply of loanable 
funds comes to the market from two sources,—the savings of the 
people and the volume of loans granted by the banking system. 
If the people save a larger proportion of their incomes, it is quite 
likely that more funds will be offered for lending in the market. 
The supply of loanable funds is elastic to changes in the rate of 
interest, increasing when the rate of interest goes up, and declining 
With a fall in the latter. The demand for loanable funds arises 
of a variety of sources. The application of these funds in the 
adoption of roundabout methods of production increases the profits 
of the businessmen and so they want to borrow funds for invest- 
ment in their business. The government of the country also 
borrows large sums to conduct a variety of operations like a war, 
€old or hot, economic development, etc. Consumers also want to 
horrow funds for the purchase of consumer durables like refrigera- 
tors, motor cars, radio sets, etc., or for the purchase and construction 
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of houses etc. All these demands from different sources come to 
the loan market and determine the rate of interest in conjunction 
with the supply of such funds. Like supply, the demand for loan- 
able funds is also elastic with reference to the rate of interest. The 
higher the rate of interest, the less is likely to be the business demand 
for loans, given constant profit expectations. Consumer demand — . 
is also likely to be sensitive to changes in the rate of interest. 

" According to this theory, therefore, the forces of thrift and |. 
productivity considerably influence the determination of the rate - 
‘of interest. If the people get more thrifty, they save more and | 
: as a result, more funds will come to the loan market for invest- ^ 
- — ment, When productivity increases, the profits earned in business - 


ae increase, given no change in prices. So businessmen will demand 
ess for more funds for enlarging their business. As a result, the rate ——— 
= of interest is likely to rise. An increase in thriftness lowers the — 
— — ratë of interest ; an increase in productivity raises the latter. E 
du Keynes was highly crit'cal of this approach to the theory of NA 


ir interest. An increase in thriftiness or saving has, in his opinion, 
! ^ no influence on the rate of interest. The additional savings may 
; simply be hoarded instead of being invested in the purchase 
of securities. So there may not be any increase in the supply of ] 
funds in the loan market. An increase in productivity will raise _ n 
the profits of businessmen and so increase their own resources a 
= as a result of which the need for borrowing funds may actually — — 
decline. The rate of interest is not, in his opinion, determined by . £ 
LA the domand and supply of loanable funds, but by the demand and 

v - supply of money. Increased savings do not indicate increased 

supply of money. 

= The two groups of theories are not so conflicting as they a 
appear at first sight. An inflation of currency will also increase | 
the supply of loanable funds in the country, and lead to a fall in 
the rate of interest. A change in liquidity-preference will cause 
the people to supply more or less funds as loans in the market, and 
may be said to affect the rate of interest by affecting the supply 
of such funds. i 


What is then the relation between the volume of sav'ngs and — 
the rate of interest? The volume of savings depends on the evel 
j money income, and the propensity to save, ie., the ion 


NW 


plants, or lengthen the 
demand for funds will increase 
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of their incomes which people want to save at different levels of 
income. But given the state of liqu‘dity-preference, an increase 
in the volume of savings is likely to increase the supply of loanable 
funds in the market, and to result in a fall in the rates of interest. 
Hence the volume of savings influences the rate of interest by 
affect'ng the factors which determine the latter. 


THE FUTURE OF INTEREST—EFFECTS OF INVENTIONS: How 

will progress of society affect the rate of interest? Interest, as 

we know, depends on two factors, demand and 

ft depends on the supply of loanable funds of money. The 

ronda supply future of the rate of interest will therefore 

depend on whether demand for loans will con- 

tinually increase owing to inventions and improvements, or whether 

there will be a large supply of funds as society makes progress. 

It will depend in the words of Taussig, *on a race between accu- 
mulation and improvement." 


The general expectation is that supply of loanable funds will 
increase vastly, mainly because as man advances in the scale of 
civilization, he becomes in general more far-seeing. The primitive 

savage seldom gave any thought to the future. 

Ee oe inventione But as man has progressed, he has become 
: more willing nay, eager to lay something by 

against a rainy day. In Keynesian language, the liquidity-preference 
of the people has tended to declne. Moreover, the capacity of the 
people to save will increase greatly as, owing to the greater general 
productivity of industries, the level of money incomes rises. Hence 
the supply of savings would tend to increase. This is likely, other 
things being equal, to increase the supply of loanable funds, and 


hence to lower the rate of interest, 


But whether it will fall or not will depend on the future 


‘demand for such funds. That depends upon the progress of 


‘inventions and improvements. Such inventions will always raise 
the demand for loanable funds. New types of machines will have 
to be built and installed. It may call for more and more elaborate 
processes of production. In that case, 
- On the other hand, as Rae pointed 
‘out long ago, division of labour has a tendency to economise 
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waiting. Improvements in the methods of producticn may shorten 
the processes already by machinery by making some of them 
simpler and easier. The ultimate effect of ^nventon will depend 
on the relative influences of these two circumstances. 


On the whole, there is every likelihood that the rate of 
interest will fall in the future. There are also two cther reasons 
why the rate of interest will tend to fall in the 
Will the rate of future. In the first place, the general tendency 
RUN be ever has been, espec’ally in the west ountries 
paro? , espec ally ern countries, 
for the growth of population to become 
stationary or even to decline. This is likely to lower the demand 
for lcanable funds, as given the same structure of production, less 
capital will now be required to produce the same volume of goods 
per head. Secondly, as a community grows richer, its propensity 
to consume declines. The proportion spent on consumption tends 
to diminish and the proportion that is saved tends to increase, 
as the total income increases. This is likely to depress present 
consumption demand as well as the demand for capital goods. 
Hence the rate of interest is likely to fall. 

Will it ever fall to: zero? From the point of view of the 
demand for loans, a zero rate of interest means that marginal net 
product of capital is nil. As marginal net product is nil, we cannot 
therefore, increase the product further by employing more capital. 
We have reached a state in which our productivity has reached 
the peak. It also means that all our wants have been satisfied. 
But we cannot conceive of a state of society in which men will 
have no wants, and no desires. So long as these remain, there 
will always be endless possibilities for employing capital. The 
rate of interest, therefore, cannot fall to zero. 

Similarly, from the side of supply, a zero rate of interest 
means that people go on lending without expecting any reward. 
But there are certain reasons why liquidity-preference will not 
drop to zero. As the rate of interest falls, more money will be 
absorbed to satisfy liquidity-preference on account of the transac- 
tions-motive, while the fall in the rate of interest will diminish 
the loss that one would sustain in keep'ng larger cash balances in 
hand. Hence "institutional and psychological factors are present 
which set a limit much above zero to the practical decline in the 
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rate of interest." Hence there is no possiblity of the rate of 
interest ever falling to zero.* 


DIFFERENCES IN RATES OF INTEREST: Pure interest should 
remain at the same rate everywhere, provided that there is full 
competition. But in fact, rates of interest are often different in 
different countries, Even within the same country rates of interest 
charged by different lenders differ widely. What are the causes 
of these differences in the rates of interest ? 


Differences in interest rates are primarily due to the fact that 
all borrowers cannot offer equally good securities. Where a lender 
is sure of the honesty and financial strength of a borrower and 
knows that there will be no default, as in the case of government, 
he will be willing to lend at comparatively low rates of interest. 
But he will charge a high rate if he expects the opposite as in the 
case of our cultivators. A second reason for the difference in 
interest rates is that loans are granted for d'fferent periods. If a 
loan is required for a long period, the lender will lose commend 
over his resources for a Icng time. His position will become less 
liquid, and he will expect to be paid a higher rate of interest than 


_ if the loan was required for a short period. Lastly, the market for 


loans is usually imperfectly competitive. It consists of a lerge 
number of sub-markets specialising in d'fferent types of loans, The 
joint-steck banks grant loans to some class of borrowers, while 
the indigenous bankers deal with another class. The village money- 
lenders have often not to meet with much competition in their 
bus‘ness of money-lending. Hence different rates of interest may 
prevail in different markets without there being any equalising 
tendency, People in the villages may prefer to keep their money 
in the Post Office Savings banks at low rates, than to keep it in 
joint-stock banks at h'gher rates. 


The last factor (i.e., market imperfections) explains why the 
emain at different levels in different countries. 
E AL A ra 5 
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Lenders in one country may be reluctant to invest their funds 
in another country even if they can get higher rates as they may 
not like the securities that borrowers can offer or because the 
political future or the economic potentialities of that country are 
not properly known. 

NECESSITY AND JUSTIFICATION OF INTEREST: The payment of 
interest has become respectable only in recent times. From early 
days there has always been a sting of reproach round the receipt 
of interest. The ancient people had no idea of the nature of 
‘service rendered by capital. Hence Aristotle condemned usury 
in no measured terms. Following him, scholastic writers held that 

_ the loan of money was not a sacrifice on the part of the lender, 
^ mor a benefit to the borrower, and hence to derive interest from 
-. money was to make an unnatural use of money. In ancient times, 
_ there was not much field for the profitable use of capital; most 


-Joans were consumptionlcans, granted by rch persons who had 


surplus moncy, and borrowed generally by poor and needy persons. 
Hence dealings in interest were condemned. 


In recent times, the criticism of Karl Marx and other socialists 
has brought the question of the justification of interest to the fore- 
l Gocialistic criticism front. Value, according to Marx, was deter- 
of interest. mned by the amount of labour required in 
zi “production, and hence value should belong wholly to labour. But 
_ labeurers were paid only what was required for their subsistence, 
.. and the ‘surplus’ was appropriated by the capitalists. Hence interest, 
according to Marx, was theft, or robbery. In the socialist state, 
- "there would be no interest. 

It is not the place to discuss the eth'cs of private property. 
So long as we maintain the institution of private property, interest 
ith has to be paid in order to overcome people’s time-preference or 
liquidity-preference. But apart from the question of private pro- 
perty, interest has an independent justification. It can be shown 
that even the government of a socialist community will have to 
reckon a rate of interest, at least for book-keeping purposes, mainly 
for two reasons. The government will possess Ymited capital 
resources which would have to be invested in different industries. 
The productivity of different industries, however, can never be 
the same. Some will yield a return of (say) 10 per cent, while 
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others would only give a 3 per cent: As a socialist government 
would also want to get the maximum return from its capital, it 
would have to fix up a standard, and would not invest capital in 
those industries which yielded a rate below the standard rate. 
That standard rate is nothing but interest. The rate of interest 
therefore "serves as a screen by means of which capital projects 
are shifted and through which only those are allowed to pass which 
will benefit the future in a higher degree.”® 


Not only that but a socialist government would have to 
count interest if it wishes to advance the standard of life. Suppose 
that previously all labourers were employed in turning out con- 
sumable goods so that the whole output was equally divided among 
them. In order to raise the standard of life of the workers, some 
labourers must be employed in turning out producer's goods, so 
that after a certain period, the use of producers goods would 
increase the volume of consumable goods. But for the present, 
labourers who are turning out production goods must be supported 
by others. So the remaining labourers must gve up a certain 
amount of their share of the consumable goods for them. Naturally 
their shares will be deducted by an equal percentage, which is 
nothing but interest. That is, labourers must wait and in order that 
they may enjoy greater incomes in the future, they suffer a 
temporary reduction of their incomes. This temporary reduction 
is nothing but the price of waiting, ie., interest. 


——————— 
5 Henderson, Supply and Demand, p. 130. ! 


CHAPTER XXV 


WAGES aem 


ie ; 

NATURE OF WAGES: Wages are the remuneration paid fo 2 

the service of labour. Wages, however, differ in some respect ^ 

from interest and rent. There is a pure rate 

EE a. general of interest which is the same in a market, - 

rate of wages ? There is no such thing as a pure rate of wages. — 

Wages vary from man to man and from place | 

to place. Interest is homogeneous; wages are heterogeneous, 
Wages also differ from rent. Rent varies from a sum little above 
zero to'a huge amount. The degree of variations in wages is not 
| so great. Wages cannot fall down below a certain minimum, which 


is necessary for keeping a man fit and alive. Moreover, there is 
another distinction between rent and wages. While the general 
; rate of rent is unmeaning, a general rate of wages is not unmeaning. 
i S There is a general wage rate in the sense that it varies compara- 
A tively little as between a substantial minimum for the bottom grade 
and a not very greater return for the higher grades of those 
labourers who possess high skill. We may speak of a general 
jr rate of wages in another sense as we speak of a general level of. 
| prices. As general prices may be high or low in the sense that most. - 
Uy of the prices are high or low, so we can speak of a high or low 
general rate of wages in the sense that wages for most grades of 
labourers are high or low in terms of money. Wages, therefore, 
differ both from rent and interest. 

REAL WAGES AND NOMINAL WAGES: The employers pay a 
certain sum of money per week or month or per piece to the 
workers. This sum represents the nominal or money wages that 
a labourer receives in return for this labour. But money is only 
a medium of exchange which is wanted because it enables one to 
purchase goods and services. Hence it is necessary to distinguish 
between money wages i.e., the sum of money actually received by 
workers, and real wages which consist of things that labourers can 
buy with their money wages. Real wages thus refer to the amount 
of necessaries, comforts, and luxuries which a labourer can obtain 
in return for his services. 
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FACTORS DETERMINING REAL WAGES : Real wages depend upon 
- many factors besides the total sum of money rece'ved by a worker 
“as wages and allowances. 


) (1) The first factor of importance determining real wages 
is the purchasing power of money. Every labourer is, of ccurse, 
"paid in rupee and paisa. But nobody can eat or drink 
money. And the real remuneration obtained by him depends upon 
~ how much a rupee will buy in the market. Money wages may 
be high in a country, yet it may mean no real advantage if the 
^ price level is also higher in that country than in another. In new 
“countries money wages are higher than in old countries but the 
difference in real wages is not so marked. The general purchasing 
_ power of money is best gauged by the use of the index numbers. 


(2) The form of payment is also a factor in the determination 
pot real wages. Though a labour is generally paid in money, he 
| "may receive some additional payments in kind. A fisherman may 
— obtain a free supply of fish ; an agricultural labour may often get 
b cheap or free supplies of rice, milk, etc. These are to be reckoned 
"when determining real wages. Many services are pensionable ; in 
determining real wages we have to take account of such pensions. 


] (3) The length of the working period is also. a factor to be 
_ taken into consideration. The number of days in a week, and the 
total number of working days in a year have all to be reckoned. 
"Two labourers may earn equal money wages, but one of them may 
(be normally unemployed for a number of months in the year. Real 
- wages of the second worker will then be lower than those of the 


_ (4) The nature of employment is another important factor. 
Tf work is of such a nature that the longevity of a worker is reduced, 
as for instance that of a railway engine driver or a blast furnace 
worker, then in spite of high ncminal wages, real wages will be 
low.. Pleasantness and social standing of an occupation may induce 


& person to accept lower wages. In computing real wages we have 
to take these into account, 
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(5) The possibility of extra earnings has also to be counted. 
lf the number of working hours in any occupation is small, a 
worker may be able to earn something extra in other sabadan 
occupations. To take an illustration, teachers may augment the 
income by writing in the jcurnals. 


(6) Regularity of employment of the worker is a factor 3 
determining real wages. When employment is for the whole year, 
though at low money wages, it may compare favourably with - 
another occupation where, though wages are high, employment i is 
only for a part of the year. 


Prospects of success, and of promotion in the future and good - 
treatment by the employer may induce workers to accept lower. NE 
wages than those obtainable elsewhere. The distinction between 
money wages and real wages is important when we want to compare 
the earnings of labour at different periods and places. Labourers 
are well off not because money wages are high, but when real 
wages are high. 


DETERMINATION OF WAGES 


THE SUBSISTENCE THEORY: This theory of wages owes its 


j 
i" 
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the eighteenth century. The German economist, Lassalle, christened 
- it as the Iron Law of Wages or the Brazen Law of Wages. 


According to this theory, wages are settled by a bargain 
betwcen employers and labourers. Masters who are few in number 
can combine and dictate wages, whereas labourers, having no is 
Beserve, have to accept whatever wages they are paid. But wages 
‘cannot fall below the subsistence level—the subsistence level being 
the level which just maintains the worker and his family. If it 
falls below that level, workers will not be able to marry and to 
maintain families. After a generation or two, death would reduce 
the number of workers,—there being insufficient births to fill up the 
gaps caused by death. The supply of labour will fall short of 
demand and the level of wages would have to go up. It cannot 
remain above the subsistence level for long periods. If it does so, 
labourers will marry early and the number of workers will increase. 
"The supply of labour will become greater than demand, wages will 
again fall to the subsistence level. 


268 AN INTRODUCTION TO ECONOMIC THEORY 


It is evidently based on the Malthusian theory of population. 

It is erroneous, as it argues, that an increase in wages will neces- 
i sarily mean an increase in the birth rate. This 

E pex assumption is false as has been pointed out 
theory of popula. previously. An increase in wages may be 
pn. generally accompenied by a rise in the standard 
of living. Another criticism which may be advanced against the 
theory is that with few exceptions, the subsistence level is more or 
less uniform for all classes of workers. Hence the theory cannot 
explain the differences of wages among different classes of 
labourers. Lastly, it lays emphasis on the supply side of labour. 


Demand for labour which is also an equally potent factor in 


determining wages has not received consideration in this theory. 


STANDARD OF LIVING AND WAGES: ‘The idea of a subsistence 
level was abandoned towards the second half of the I9th century 
and in its place was substituted the idea of the ‘standard of 
living.’ The underlying idea of this theory was that wages tend 
to conform not to the subsistence level, but to the standard of 
living to which a class of labourers was habituated. The standard 
of living is considered to be the fundamental cause determining 


Wages. Not only must a group of labourers receive as wages what 


are sufficient to maintain the worker and his family, but wages must 
be such as to keep labourers in that standard to which they are 
accustomed. This theory is a modification of the subsistence theory 
of wages. Standard of living means much more than mere subsist- 
ence level. It includes not only the necessaries of life, but such 
things as a certain amount of education, a certain amount of 
comfort and leisure at regular intervals, etc. 


Interpreted in a sense the theory may be true. There are 
two ways in which the standard of living may affect the level of 
wages. First, “an established standard of living will cause 
workmen to stick more stubbornly to a demand for what they 
regard as decent wages.” But it should be pointed out that wages 
cannot be maintained by these means at a point above the marginal 
productivity of labourers, Secondly, the standard of living may 
affect wages by affecting the marginal productivity of workers. This 
it can do in two ways. It is well-known that a close correlation 
exists between the standard of living and the efficiency of workers, 
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A higher standard of living which enables workmen to have more Y 


nourishing food, better homes, freedom from worries, etc.— 
increases their efficiency to a large extent. Thirdly, the standard 


of living may influence marginal productivity by setting a limit 
to the number of population. If wages do not cover the standard — 
of living, labourers may be unwilling to marry and have children, ~ 


The supply of labour in that group will fall off ; as a result zi 
wages would rise. 


But if the theory means, as some of the upholders of the theory 


would have us believe, that the standard of living is a direct cause 


in determining wages, then the theory may be subjected to a 
number of criticisms. First, the standard of living is but one of 
the conditions determining a higher rate of wages ; others are higher 
productivity of industry, improvement in the arts, increasing 
capital, etc. Secondly, a high standard of living and a high rate 
of wages are mutually interdependent. As a high standard of 
living may cause high wages, so also high wages are a necessary 
condition for maintaining a high standard of living. Thus there 
is some circular reasoning. Thirdly, Cannan argues that the history 
of civilization is a history of the gradual rise of the earnings. The 
upholders of the theory cannot argue that the rise in wages takes 
_ place because the standard rises, since the essence of the idea of a 
standard is something that workers have become accustomed to it 
from habit, Lastly, the theory takes no account of the demand 
for labour and its influence in determining the remuneration of 
labour. It is a purely supply theory and as such is one-sided. 


To conclude, the theory may be accepted as true with some 
qualifications. The influence of the standard of living on wages 
is mainly indirect. It is direct in so far as the standard of living 
increases the efficiency of workers and thus the productivity of the 
industry as a whole and in so far as it can increase the bargaining 
power of the worker. 


WAGES-FUND THEORY: Based on an idea of Adam Smith, 
the Wages-fund theory reached its full development at the hands 
of Mill. “Wages,” according to Mill then, “depend upon the 
demand and supply of labour ; or as it is often expressed, on the 
proporticn between population and labour. By population is here 


meant the number only of the labouring classes, or rather of those. 


“a a 


Eo ES 


-— i 


270 AN INTRODUCTION TO ECONOMIC THEORY 


who work for hire; and by capital, only circulating capital, and 
not even the whole of that, but the part “which is expended in 
the direct purchase of labour.” The wages-fund, or the part of 
capital spent in the direct hire of labour was fixed, being the result 
of saving or accumulation in the past. This fund constituted the 
‘demand for labour, and the average rate of wages was determined 
by dividing the fund by the number of workmen. Hence it follows 
that if the general rate of wages is to rise, either of the two things 


must happen :—the fund must increase, or the supply of labour 


must diminish. But the increase of the fund is rather a slow 


- process, because savings increase slowly. Hence came the natural 


corrollary that if labourers were to better their conditions, they 
must restrict the number of their children. Further, if any group 


of labourers succeeds in exacting higher wages, the only result 
_ will be that other labourers would get less. 


The theory was attacked by Lange and Thornton, and it was 
the latter’s criticism that led to Mill’s celebrated recantation of 


_ the theory. Later on Cairnes tried, in 1874, to defend that theory. 
‘The demand for labour, according to Mill, is contributed by the 
—— amount of circulating capital. Hence it follows that the demand 


for commodities is not demand for labour. That is, when people 


"buy commodities, they spend money, whereas the demand for labour 


comes out of a part of their saving embodied in circulating capital. 
The statement was unhappy. Demand for labour is a derived 
demand, i.e., derived from the ultimate demand for commodities. 
When demand for commodities is high, employers expect brisk 
trade, and offer more employment to labour. Conversely, when 
trade is bad. Moreover, when people spend the whole of their 


income, labour is engaged in turning out finished consumable 


goods. When people save and invest, labour is engaged in making 


-producer's goods. Hence the difference between spending and 


investing is only a difference in the direction in which labour would 
be employed. In the long run of course, had people saved and 
invested. more, the supply of tools, machinery, factories, etc., would 
have been. increased and improved. The increase in the aids to 
labour would have augmented the productivity, and hence wages of 


labour. That is perhaps the only truth in this very circuitous 
statement. : ' 


i 
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But the most fundamental criticism of the theory is that the |. 
amount of the wages-fund was not fixed and pre-determined, except Mar 
in the very short period. The fund may be conceived of either bs 
as a stock of money, or as a stock of goods. The volume of money - 
in a country is a highly elastic fund, being dependent on the 

expectation of profit or loss, and on the policy — 

NE o devoted » banks. When trade is brisk, and employers pis 
Ici fixed. expect good profit they would lay out more Nd 
a sums in hiring labour. Conversely, when trade 
— s depressed the process is slowed down. Similarly, the stock of. 4 
: * goods destined for labour, or the volume of circulating capital is ^ 
215". not absolutely fixed. The stock of goods may be fixed for the time 
being, in the sense that food-supply that is required for the sub- i 
sistence of labour is more or less fixed for a season. But it is 
not fixed for all times. Similarly, the volume of circulating capital —— 
is a highly elastic fund, varying quickly as a result of the activities _ 

of the investing public, according as they find it more attractive 
-to invest and so advance as capital a larger part of their present 
incomes, or to spend a larger part of their incomes on “a Rolls 
Royce; or an extra month on the Reviera.” So wages-fund is a 
_ highly elastic fund. Its actual volume depends on the very prospect 
_ of employing labour profitably. The truth is that the amount j 
- — which labourers can draw out of the fund depends on what they 
_ themselves put into it, as well as on the competition of employers. 
If labour is highly efficient, the national dividend will be higher 
and the share going to labour will be higher. 


X 
g: 


MARGINAL PRODUCTIVITY AND WAGES!: The modern theory of 

wages is an application of the fundamental principles of the 

theory of value to labour. Just as the value 

Wages equal the of a commodity tends to equal its marg nal 

MU. Pro utility to the individual, so given the supply 

of labour its wages will tend to equal the 

marginal productivity of one unit of labour to the employer. 

Marginal net product of one unit of labour is equal to the value p. 
of the output that remains when one unit of labour is added to or 
withdrawn from a firm, assuming that the supply of D 


sis due 
1See before Chap. XXIV. f 38 
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|. ‘co-operating agents js kept fixed and that it is organised in the 


most economical manner in all cases. Assuming no change in 
the supply of other co-operating factors of production, and no change 
in the price of the product of labour, employment of more and 
more units of labour in a firm will increase the product at a 
diminishing rate. An employer will go on adding more and more 
units of labour ; productivity per worker diminishes, until a point 
will come when the value of the increase in the product due to the 
employment of an additional unit of labour is equal to wages paid 
to the worker. That unit of labour is the marginal unit, and since 
all units are, by hypothesis, of equal efficiency, its rate of wages 
will settle the rate paid to every other unit. If wages are above the 
marginal net product of labour, employers will curtail the volume 
of employment they offer to labour. Similarly, if wages are below 
the net product employers will bid more for the services of labour. 
Hence in order that equilibrium may exist ie., in order that firms 
may neither expand, nor contract, wages must be equal to the net 
product of the marginal labourer. 


Tt should be clearly understood that marginal labourer is not 


necessarily an inefficient labourer. He is a “worker of normal 
efficiency whose additional output repays the employer with normal 


profits (of course after paying wages) and no more.” He is 


marginal in the sense that the addition of him to the labour force 
equals the supply of labourers upto the number which the employer 


considers worth employing at current rates. 


Of many criticisms advanced against the theory (discussed 
elsewhere)? the most serious is that it fails to take account of 
influences acting on the supply-side. A wage is not merely a price 
paid for a factor ; it js also the income of a labourer and as such, 
reacts on his efficiency. Wages must not only be equal to the 
marginal product of labour, it must also be adequate to support his 
standard of living. If wages do not cover the standard of living 
of workers, then either the standard will be lowered, in which case 
his efficiency may suffer, and marginal net product will fall or the 


labo birth-rate may decline, the supply of labour will fall, resulting 
labour Nan: ee ea marginal net product. Hence we cannot ignore 


N 


statement 2c of payment of wages on the supply-side. 
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. It should be noted that the theory assumed the existence of - 

perfect competition in the labour market. In real life competition | 

hun in the labour market is seldom perfect. 
Lao and imper- ^ Masters are everywhere in a sort of tacit combi- _ 

3 ect competition. 3 a y 
; nation as against labourers. On the other 
hand, a strong trade union may form a monopoly in the supply 
| of labour. As the market for labour is imperfect, actual wage-rate — 
will be different from the marginal net product of labour. We should 

j also take account of improvements in industrial technique and E 
organization, because these have been the principal source of 
increase of wages. We must also take account of the influence. 
of simultaneous increase in the supply of other factors, notably 
of capital which is after all the normal case. Hence the theory Nea 
takes many things as constant. It does not, therefore, furnish "h 
a complete explanation of wages. It merely “throws into clear 
light the action of one of the causes that govern wages". "f 


RECENT ADVANCES IN WAGE THEORY: It s now beng increas- 
ingly recognized that the labour market is characterised by the 
existence of imperfect competition. Because of industrial con- 
centration, the total number of buyers of labour is never large, 
and labour markets are broken up into many sub-markets, in any 
one of which only a small fraction of the buyers of labour are 
situated. In the advanced western countries, the selling of labour 
has been concentrated into monopolies on account of the establish- 
ment of strong trade unions. It is the union which bargains 
collectively with the employers or the employers’ organizations to 
settle the rates of wages. So labour markets are characterized by 
the presence of monopsony or oligopsony with competitive selling 
of labour. Or, there may be bilateral monopoly (one trade union 
negotiating with one employer's association) or bilateral oligopsony 
(a few buyers of labour dealing with a few trade unions). Actual 
rates of wages are often the result of these influences. 


Le 


General effects of monopsony on the pricing of a service supplied it; 

by many sellers have already been discussed in Chapter XXI. Let ) 
us suppose that a single monopsonist employer in a certain coal ^ 
3 area js buying the services of miners. In such cases, a monopsonist 
- — will produce a smaller output, pay a lower wages and employ less 
labour pen a competitive employer would have done. Thies is due 
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to the fact that as he tries to increase his output by employing more 
labour, he will have to pay higher wages to draw labour. As a 
result, his marginal costs will be higher at each wage rate. So he 
will equate marginal cost with marginal revenue at higher levels. 
The extent to which wages will be depressed below the marginal 
net product of labour will increase as the mobility of labour 
decreases in that market. 


The influence of oligopsony (or few buyers) on wages of 
labour will depend upon the extent of collusion or concurrence 
of action among these employers. If there is perfect collusion, the 
effect on wages rate will be the same as in monopsony. If there is 
no concurrence of action among them, this will tend to raise wages 
above the monopsonist level, the actual rates being, however, 
indeterminate. 

WAGES AND COLLECTIVE BARGAINING: Workers are now 
organized into trade unions, and bargain collectively with employers. 
Whether there will be a seller’s monopoly or not will depend on 
the policy pursued by the union. If the union successfully pursues 
the method of “closed shop”, such a labour monopoly may raise 
wages rates above the competitive level. We propose to discuss 
only two cases in this place, though it should be remembered that 
other possibilities may also be present on different occasions. We 
shall, first of all, consider the case of a monopoly seller in the 
labour market, but of competition among the buyers. Secondly, 
there may be monopoly among sellers of labour and a monopsonist 
buying in that market, 


The first case is possible when collective bargaining is intro- 
duced in an industry with a large number of small firms. The 
union is in the position of a monopsonistic seller of labour, while 
the buyers of labour, being a large number of small firms, compete 

among themselves for buying the services of labour. The possible 


result of collective bargaining is usually a rise in wage rates, as. 


Workers are unlikely to combine in forming a trade union except 


with the aim of raising their wages rates. The effect of this rise 


in wages would depend partly on the extent of the rise, and partly 
on whether previous wages rates were below or equal to marginal 
net product of labour. Tf, previously, employers were paying. a 
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wage which was below marginal net product of labour, and the 
trade union forced the rate to rise to the level of marginal net 
product of labour, the effect would, on the whole, be beneficial. 
If, however, collective bargaining succeeds in raising wages rates 
above the level of marginal net product of labour, the result would 
be a decline in the volume of employment offered in each firm. 
- The employers will now have to pay wages which are higher than — 
-the marginal net product of labour to them. So they will be faced —.— 
with the prospect of loss if they continue to employ the same 
number of labourers. So they will dismiss some of their workers, , 
_ The extent to which employment will have to decline will depend | 
on the rate at which marginal productivity of labour tends to - 
decline. If demand for, the final product is inelastic, the fall in 
. employment would be minimised to some extent. Fall in the volume 
_ of employment leads to a decline in output, and if demand is 
. inelastie, there will be a rise in the price of the product. "This y 
will raise the value of marginal net product of labour, Employ- ve 
ment would not, therefore, fall so far as it would have if the prie ^ 
3e of the product did not rise with a fall in the supply. 


1 "The second case would occur if employers also organised and d 
= conducted collective bargaining with the trade union as a whole. E. 
TThis is the case of a strictly bilateral monopoly. Actual wage rates à 
- would then be somewhere between the high limits set by a monopolist 
seller and the very low levels fixed by a monopolist buyer.? 


: DIFFERENCES IN WAGES : Usual theories of wages deal with 
y the factors that determine the general rate of wages. They do not 
take account of the fact that rates of wages vary greatly from 
occupation to occupation. What is the explanation of these 
-differences in wages ? 

Let us start with the following assumption ; labourers are 
qually efficient, and the choice of occupations is free and any 
worker can enter any profession he likes. Will there be any 
li ce of wages under these assumptions? Certainly there 
ll be, and that on account of the following reasons, which were 
| by Adam Smith in an admirable chapter of his book, 
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(a) Agreeableness or disagreeableness of occupations. Wages 
for a disagreeable occupation must be higher than those for an 
agreeable occupation, otherwise no one would enter the former 
occupation. “The most detestable of all employments, that of 
public executioner, is, in proportion to the quantity of work done, 
better paid than any common trade whatever.” 


(b) The ease and cheapness or the difficulty and expense of 
learning it. Some occupations require a longer time to learn, 
and involve a more expensive course of instruction to go through 
than others, Earnings from such employments must be higher 
than those from others which require less or no training, 


(c) The constancy or inconstancy of employment. If work 
in any occupation is intermittent, the rate of wages must be higher 
than that in occupations where work is permanent. In former occu- 
pations workers have to remain idle on occasions, and wages 
earned during the working period must be high enough to leave 
a surplus with which they could maintain themselves during the 
idle period. 


(d) The small or great trust which must be reposed in those 
who work. “The wages of goldsmith and jewellers are everywhere 
superior to those of many other workmen......on account of the 
precious materials with which they are entrusted.” Salaries of 
managers of corporations are said to be high because they accept 
heavy responsibility. 


(e) The probability or improbability of success. Where 
there are chances of total failure, the reward must be high enough 
to cover risks of failure. But if the occupation holds out hopes 
for a few great prices with the coveted distinction of a conspicuous 
position in the public eye, it usually attracts competitors in such 
large numbers that the average remuneration may be very low. 
The best example is that of law. 


These are the causes of differences in wages, which would 
persist even if all labour is of equal efficiency, and if there is 
perfect mobility of labour. But all workers are not equally efficient. 
And some are endowed with great native ability, while there are 
others whose ability is of the lowest type. Rates of wages would 
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therefore differ according to the differences in the ability of 
workers, 


The assumption that there is perfect mobility of labour, that 
workers can enter any occupation is certainly far removed from 
actual life. Mobility between different occu- 


Factors determin- pations is usually imperfect. This is due, first, ' 


E m gei ded to the ignorance of workers who do not always 


know the monetary and non-monetary advan- 
tages and disadvantages of different occupations. Secondly, lack 
of mobility is also due to the fact that most labourers find it difficult 
to change their place of residence, and cannot always go to distant 
places in search of higher wages. A third reason is the existence 
of what is called specificity. People who acquire skill for a parti- 
cular job only cannot suddenly shift to new occupations, A man 
trained as an electrical engineer cannot take up the job of weaving 
rugs. 


Obstacles to free movement of labour from one occupation to 
another give rise to the presence of non-competing groups of 
workers. Society is divided into several fairly 

Non-competing distinct groups. A rough examination would 
E o BED. divide society into five such groups. The lowest 
group comprises the common day-labourers. 

This group is characterised by a lack of special skill and special 
training. The second group is composed of semi-skilled workers, 
who, while not needing much skill and training, to bear some res- 
ponsibility, and must have some alertness of mind. To the third 
group belong skilled workmen and the upper group of clerical 
workers and salesmen. In this class are the expert carpenters, 
electricians and the like. To the fourth group belong the middle 
class people. The highest group is that of professional men and 
business executives. To this class belong engineers, accountants, 
lawyers. These various groups are non-competing in the sense that 
those horn or placed in a particular group usually remain there and 
do not compete with other groups. The barriers between these 
groups are not impassable ; yet these are barriers which only the 
ablest can pass. The influence of environment, the force of 
example and imitation, family atmosphere—all tend to keep a youth 
in the occupation to which his parents belong, Children of, 
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labourers generally do not get much training and education ; and 
they have also fewer opportunities. On the other hand, children 
of the higher income groups get more expensive training and 
education, and their opportunities are better. An individual 
belonging to the lower income groups may attain to higher groups 
if he has got more than ordinary ability. This is rare. Hence 
the higher the social group, the less crowded it is and its earnings 
are correspondingly higher.‘ 


D 
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E ee gond discussion of this topic, see K. Boulding, Economic Analysis, 
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CHAPTER XXVI 


SOME LABOUR PROBLEMS 


TRADE UNIONS: We have already commented on the pecu- 


liarities of labour supply. Labour has no reserve, and like time, 
it will not keep. If a labourer withholds his labour it is lost for 
ever. He must work or starve. He is not in a position to hold 
out in the hope of exacting a fair price for his labour. Moreover, 
he has generally an inferior knowledge of the market conditions 
or of the prospects of trade. He is therefore at a great disadvantage 
in bargaining with his employer. A trade union is an organization 
which puts him on a footing of equality with his employers as 
regards bargaining strength. 


A trade union is, according to the classical definition of 
Sydney and Beatrice Webb, ‘a continuous association of wage- 
earners for the purpose of maintaining or improving the conditions 
of the employment.’ The functions of a trade union are therefore 
to maintain the position and conserve the advantages already 
gained by workers and secondly, to attempt to advance the cause 
of the members. It is a militant organization designed to fight 
for the cause of the workers. It is also a ministrant association, 
a benefit organization, providing sickness and accident benefits, 
supporting the workers when he is temporarily out of work. 


TRADE UNIONS AND WAGES: The main concern of trade 
unions is still with the question of wages. Originally it was 
thought, especially by labour leader, that trade unions helped 
workers to obtain higher wages. They neutralise the bargaining 
weakness of wageearners and enable them to exact higher wages 
from employers. On the other hand, it was argued by classical 
économists that trade unions could do nothing to increase the level 
of wages. If wages are maintained at an artificially higher level 
profits will shrink ; savings will fall off and businessmen will be 
unwilling to continue in business any more. As a result, the rate 


of wages will fall. jay 
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Trade unions may affect the general level of wages in two 
ways. First, they help workers to obtain the full value of their 
marginal net products from employers. Under 
Can unions raise the perfect competition, the rate of wages will tend 
Sig deel ct eg equal marginal net product of labourers. 
But competition is seldom perfect in the labour 
market. The weak bargaining power of a worker makes it 
improbable that in all cases he will get his true marginal worth. 
The trade union will correct his bargaining weakness, and so enable 
him to raise his wages to the level of the full value of his marginal 
productivity of workers. It should be noted that marginal producti- 
vity of labour depends also on the efficiency of employers, i.e., on 
the proportion in which labour is combined with capital, natural 
res urces and other agents of production. Different employers 
possess differing ability. There is therefore always the possibility 
of increasing the productivity of labour by screwing up less efficient 
entrepreneurs to the level of the more efficient. In this way they 
may be successful in raising the general rate of wages. A fall in 
the rate of profit on invested capital may induce businessmen to 
continue longer in business or to put forth greater enterprise and 
efficiency so as to lead to a general improvement in the organization 
and management of the whole industry. Trade unions may alter 
marginal productivity of labour indirectly by influencing the 
efficiency of wage-earners. They may foster habits of sobriety, 
honesty, etc., and help the younger generation to acquire industrial 
skill. As efficiency of workers increases, the marginal product and 
wages will also rise. 


Lastly, a trade union may be able to increase marginal 
productivity of a particular group of labourers, by suitably 
^ restricting its supply. Conditions under which 
Fo ? partioalar it will be able to do so have already been stated 
in our discussion of the case of joint demand, 

First, demand for that group must be inelastic. In other words, 
“the success or the failure of a trade union will depend on the 
elasticity of substitution of labour. The more easily employers 
can substitute that kind of labour by other resources (say, by 
substituting machines for labour), the less will be the power of a 
union to force its demand, Secondly, demand for the commodity 
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which that group helps to produce must also be inelastic ; thirdly, a 
"total wages of that group must form a very small part of the total 


cost ; and fourthly, other factors are ‘squeezable.’ If any of these 
conditions is fulfilled, a particular group may be in a position to 
raise its wages. But in the long run, it is doubtful whether it will 
succeed in its purpose. The high cost of employing labour will 


induce employers to search for substitutes or to invent machinery 


for doing the work done by that group. Demand for labour will 
fall off, and so also its rate of wages. 


RIGHT TO STRIKE : The main fighting weapon of trade unions - 
is the strike. Just as employers can terrorise workers by the threat 


of discharge, so trade unions can force the hands of businessmen 
by their threat of strike. The right to strike is therefore the 
counterpart to the right of discharge. 


“A strike is a concerted withdrawal from work with the design 

of securing return to the same employment under better conditions 

than are offered at the time by employers.” 

Is there an unquali- The aim of strikers is to go back to their old 
fied right to strike? — j x 

jobs on their own terms. Around the question 

of the right to strike, a great controversy is still going on. In 


_ private employments, there is no doubt that workers should possess 


full freedom of going on strike when they think that conditions 


of employment are unbearable and employers are adamant with 


regard to the claims of workers. But what about the right to 


- strike in public and quasi-public industries ? It is argued that a 
"strike and the consequent cessation of work in one of the essential 


public services, like railways, water supply, etc., cannot be counten- 
anced by the community. There is no doubt that the community is 
entitled to see that the operation of vital industries is not paralysed. 
In return, it must of course guarantee to workers reasonable condi- 
tions of employment. It must open up effective channels through 
which grievances of workers will be given proper hearing and 
properly redressed. It must organize, if possible, joint committees, 
or work councils composed of representatives of workers and 
employers so that the former would have a voice in the determination 
of conditions of work. The right to strike is not an inherent right, 
but a right limited by the greater right of the community. 


os 
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AGENCIES FOR INDUSTRIAL PEACE: The evil effects of strikes 
and the losses they entail both upon employers and employees 
are obvious. Is it not better, on the principle that prevention is 
better than cure, to organize business relations in such a way that 
the necessity of strikes is minimised ? Among the schemes that 
have been suggested as remedial measures the prominent are 
profit-sharing, sliding scales, and work councils, 


(a) Profit-sharing: It is a method whereby employees 
‘teceive a portion of the profits of any business concern, The 
surplus that remains after deducting the expenses of a firm is 
shared between employers and employees either in proportion to 
fifty-fifty, or in proportion which total interest bears to total wages. 
Sometimes, shares of workers are not handed over to them directly, 
-but invested in the business to the account of workers. 


Much was at first expected from this scheme. It was thought 
that it would bind a worker more closely to the firm ; that it would 
improve business relations, and minimise industrial disputes ; that 
it would provide a great incentive to labourers to increase their 
Cutput, not to waste materials and to be more careful with the 
machinery. In this Way, output will increase to the benefit of 
employers, employees and society. But these expectations have not 
materialized. It has not prevented strikes from occurring, It is 
disliked by trade unionists because it is usualy adopted with a 
view to weaken trade unions and to wean away workers from their 
unions. Moreover, it is argued that profit-sharing must involve 
loss sharing. Profits do not always depend on the efficiency of 
- Workers and employers, but on other factors as well, For example, 
_ a slight fall in the price may wipe out profits altogether. Since 
_ Workers are paid a share of the profits, they must also take a share 
-9f the losses too, The prospect for the widespread development of 
methods of profit-sharing is not therefore very great, 


(b) Sliding scales: The essence of these schemes is that 
the rate of wages should vary with changes in the price of the pro- 
duct in accordance with a previously stipulated ratio. ‘There is 
gem rally a basic rate of wages correlated to a basic price, If price 
mises, wages would rise by a given proportion, In this way workers 
receive a share in both good and bad times of the firm. There is 
generally a minimum rate below which wages are not allowed to 
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fall. Sometimes, the sliding scale is based upon profit. If profits | 5 
rise above a certain percentage, wages should also rise by a given k 
degree. It may also be based on the cost-of-living index numa 


If cost-of-living rises, wages would automatically rise. 


The method of sliding scales has been criticised on the ground i 
that “there seems no valid reason why the wage-earner should - 
voluntarily put himself in a position in which any improvement of 4 
productive methods, any cheapening of cost of carriage, and advance —.- 
án commercial organization, and lessening of the risks of business, — 
any lightening of the taxes or other burdens upon industry, and i 3 
any fall in the rate of interest—all of which are calculated to lower 
price—should automatically cause a shrinking of his wage." This 
shows the necessity for revising the basic rate of wages when funda- 
mental business conditions undergo changes. Adoption of sliding 
scales would remove some of the difficulties of the wages question. 


(c) Works Council: The essence of this scheme lies in the 
recognition of the claim of workers to a share in the determination 
of the conditions of employment. It was first 
Whitley Councils. formulated on the report of the famous Whitley 
Committee of England in 1917. First, Works 
Committees are organized in each firm, composed usually of equal 
numbers of representative of workers and employers. Sometimes | 
they consist only of representatives of workers with opportunities 
of ready access to the head of management. Regular joint meetings 
are held at which all outstanding questions are discussed. Secondly, 
District Councils are organized, composed of the representatives 
of trade unions and of employers in the industry. 


Works Committees, also known as Whitley Councils, have 
tended to produce greater harmony among workers and employers. 
By associating the worker with some aspect of the actual conduct 
of business, they have tended to develop a greater sense of respon- 
sibility among the workers. Disputes seldom reach the breaking ~~ 
point, and are settled by voluntary discussion before they reach nl 
the breaking point. ES 


SETTLEMENT OF DISPUTES: But in spite of the best endeavour, 
industrial disputes will sometimes occur. Therefore some machinery 
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must be devised whereby these disputes can be settled. Two 
outstanding methods are conciliation and arbitration. 


(a) CONCILIATION : The essence of the scheme of concilia- 
tion is that two parties to a dispute should come together, discuss 
and finally settle their disputes. Since it may be difficult to obtain 
the consent of parties to the appointment of a Joint Board at the 
time when the dispute has already broken out, it is better to have 
Permanent Boards of Conciliation for the settlement of differences, 
In India, the Industrial Disputes Act of 1947 gave the Government 
the power to appoint a Conciliation Board to enquire into any 


| dispute on the application of one of the parties, Given sufficient 


goodwill on both sides, these Boards may prove useful. 


(b) ARBITRATION : The central idea of the schemes of arbi- 
tration is that disputes are referred to an outside authority for 
decision. Arbitration may be public or private, It may be 
voluntary or compulsory ; ie., parties may or may not be obliged 
by law to refer their disputes to arbitration. Lastly, the decision 
of the board of arbitration may not be binding upon parties or may 
be légally binding upon both. 

If parties privately agree upon referring their disputes to an 
Arbitration Board and upon abiding by its decision, much is gained 
thereby. There is also a vast gain in pride and temper ; “it enables 
parties to withdraw without loss of pride from the bellicose attitude." 


Under public arbitration, the government may simply appoint 
an arbitration board on the request of the parties or may require 
both to refer disputes to a Board before any strike or lock-out, 
The Board first tries to bring about a settlement between the 
parties; failing which it conducts a thorough investigation into 

the dispute and publishes a report containing its recommendations, 
The recommendations may not be binding upon the parties, But it 
is urged that the pressure of public opinion will force the parties to 
accept them. In Australia and New Zealand recommendations are 
binding upon the parties. A strike or a lock-out is punishable by 
fine or imprisonment. But it may be difficult to enforce such 
decisions in the face of strong opposition from any group, 
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CHAPTER XXVII 


S 


PROFITS 


The term, “profit” is usually understood to mean the difference 
between total sale-proceeds obtained by a businessman and his | 
total expenses of production. It is the surplus that remains in the ^ 
hands of the businessman after paying rent, wages, interest on .— 
borrowed capital etc. This profit is regarded by economists as 
gross profit. It includes many things which, according to economists, 
should not be classified as profits. Gross profits, or the difference — 
between total sale-proceeds and actual outlay on capital, etc., . 
include :—rent on land, owned by employer himself, and the 
difference between economic rent and the actual rent paid in 
respect of other lands. A person may not always pay the full 
economie rent in respect of land held by him, and his profits are 
thus swollen by such excess gains. (b) Interest on capital. The 
interest that an employer has to pay on borrowed capital is usually ^ 
"deducted by him from his gross sale-proceeds before determining 
his gross profits. But he does not always deduct the interest on : 
his own capital that he has invested in his business. This should, 
"however, be done before one can know his net profit. (c) Remu- 
"meration of entrepreneurs as such. The sum that remains after 

“deducting the former two items is the proper income of the 
entrepreneur. 


Even this income that remains after deducting the first two 
items is not regarded as profit by the economists. According to 
them, this income includes the earnings of 

Earnings of manage. Management, ie. entrepreneur’s remuneration 
ment and profit, for managing, organising and co-ordinating 
the work of the concern. This remuneration — 

is equal to the sum which a businessman would have obtained, had 

he been employed in suitable work by someone else. Hence this 
income should be classed not as profit, but as wages. These | 
earnings of management are best regarded as a part of the normal f 
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cost of production. Profit is the difference between price and 

ihe normal cost of production. This will be evident if we study 

the profits of a joint-stock company. In such a company, the actual 

work of managing and superintending the: business is entrusted to 
salaried managers. The salaries of these menagers are included in 

| expenses. Profits are distributed among shareholders and do not 
include earnings of management. 


Profits are, therefore, the income which an entrepreneur 
obtains on the following counts. First, profits include some reward 
for risk-taking and uncertainty-bearing. One 
of the main functions of an entrepreneur is to 
assume the risks of production. And for this: X WT 
risk-taking he gets some income. Secondly, profits include some _ p 
income which businessmen manage to secure either on account of 
their monopolistic control over supply, or. because of the existence 
of imperfect competition. In real life, every businessman is often 
able to secure some monopolistic or semi-monopolistic control 
over the markets. Hence he is often in a position to charge a 
slightly higher price than would be possible under perfect com- 
Petition. He, therefore, earns some extra income. 
of market imperfections may 
Competition in the market for la 
- production may be, 
an employer is in a 
factors an amount 


Elements in profits. 


The existence - 
swell profits in another way. | 
bour or for any other factor of 
and is often, imperfect, as a result of which 
position to exploit the situation and pay those — 
of remuneration which may be less than the 
- values of their respective marginal net products. The difference | 
swells his profits. Thirdly, profits often contain large amounts of . 
fortuitous gains. These gains arise from mere good luck in certain 
enterprises. A sudden shift in demand may drive up prices, and 
..$0 may bring large gains to the entrepreneurs, 


THEORIES or PROFITS : The doctrine of profits is one of the 
Most unsatisfactory part of economic theory. It is an exclusive, 
uncertain income which defies attempts at definition. Various 
theories have been advanced to explain the nature of profit. We 
shall examine them one by one, 
PnorrTS AND wac 
Profits as remunerati 


Jd 


ES: A large group of economists regard 
on for the exercise of business ability, 
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Taussig and Davenport are the two most prominent advocates of © 
OM" * the theory. Profits, according to Tauseig n. ‘are. 
Profits are deter- best regarded simple as a form of wages.” A 
DIU iA Ethe same businessman's income is extremely i gular, - 2 
way as wages, y irregular, — 
and is a surplus that remains after meeting. 
the expenses of production. ` Yet it is not due to change. Continued — 
success is due to the possession of some qualities,—skill and ability — 
in organization and shrewdness in meeting risks. The reward for | 
these qualities is profit, and rewards are analogous to wages owing 
- primarily to two reasons. First, an entrepreneur's activity as such | Des ; 
is still a form of labour, —a sort of mental labour, marked perhaps 
| by many peculiarities, among which the most striking ones are x: 
manifest in undertaking risks and uncertainties. The barrister’s 
and the physician’s earnings are classed as wages, though the 
predominant elements in their activities are more or less mental,— 

_ shrewdness, judgment, etc. The entrepreneur’s abilities are almost 
of a similar sort, and hence profits should be regarded as wages. 
Secondly, “salaried posts of management have a very wide range— 
"foremen, superintendents, general managers, presidents. A process 
of transfer is constantly taking place between the salaried ranks. 

and the independent business managers. Both are affected by 
!. causes of the same sort" Hence the theory of wages “should 
consider the remuneration of every sort of labour....of such 
‘independent workmen as well as....of a hired labourer.” 


The theory furnishes both an explanation of the nature of 
profits, as well as a justification’ of profits. But it overlooks the 
_ teal distinction between profits and wages. Wages are fixed and 
stipulated incomes ; profit is an irregular, uncertain income. 


There are at least three reasons why profits should be 
distinguished from wages. First, the most prominent function 
of an entrepreneur is the assumption of risks and uncertainties. 
Wage-earners have of course to assume some risks. The industry 
for which they have been trained may be declining, and so they | 
may lose their jobs. But the risks of a businessman are much | 
E larger in number and greater in intensity than those of workers. 
à Secondly, the element of chance or fortuitious gains forms a 
greater portion of profits than of wages. In other words, the true 
"earnings of effort form a very large part of wages, and often a 


288 AN INTRODUCTION TO ECONOMIC THEORY 


small part of profits. Lastly, profits are often swollen on account 
of the imperfections of competition, whereas imperfect competition 
* often tends to depress wages below the marginal net product. Selling 
in an imperfect market, the businessman is often able to charge 
— slightly higher prices than would be possible under perfect com- 
petition. The error of identifying profits with wages becomes 
apparent when we analyse the net incomes of joint-stock companies. 
Their profits and earnings of management are essentially different. 
Ordinary shareholders do not exercise any particular function in 
connection with a business firm. They are predominantly risk- 
bearers. Owing to these reasons “there is a scientific necessity for 
treating differently profits and wages.” 


Rusk-BEARING AND PROFITS: Almost every writer is agreed — 
that profits arise because of the risks inherent in the productive 
organization. Hawley's name is prominently associated with this 
theory. According to him, the most essential function of the 
entrepreneur is risk-taking. Risks are inherent in all business, 

and the assumption of risks is necessary if 
Profits are the re- production is to continue. But the bearing of 
ward for risk-tak- n. ig unpleasant and irksome. Hence risks 
ing. a Ti 
would not be borne without the expectation — 
of a reward. Profits are the reward for risks that the entrepreneur _ 
bears. And remuneration must be something more than the aver 
normal return on the capital risked. For, no one would subject —— 
himself to risks if, on the average, he gets only the normal "CN 
4 


to be obtained from safe investments. Hence the reward for riske . 
_ taking must be higher than the actual or the average value of the 
= risks borne. ; 


» Moreover, risks will act as a deterrent to the entrance of men 

into the enterprises. In this way, the supply of entrepreneurs 

— willing to embark on risky business is diminished, and those who 

venture and survive secure an excess return because of the limitation 
of supply. 


Very few economists would deny that profits include 
remuneration for risk-taking. But that does not mean that risks 
should take the whole stage to the exclusion of others, Profits, 
of course, go to the person who assume risks, but do not go ub 
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as compensation for risks in proportion to their magnitudes, On 
the other hand, as Carver points out, profits arise not because 
risks are borne, but because superior entrepreneurs are able to 
reduce risks, Hence paradoxically it may be said that businessmen 


Bet profit not because of the risks they bear, but because of risks | 
they do not bear, F urther, according to Knight, not all kinds of 
Tisks give rise to profit. There are certain risks which are “known” 


in the sense that their average incidence can be measured by 
statistical methods, For example, the average risks of death in a 
community can be statistically determined, and a sum can be fixed 
as premium to cover such risks, There are other risks whose 
incidence is unknown, Le, not determinable by statistica] methods, 
The remuneration, or premium for known risks is not profit but 
is included in the costs of a business ; whereas profits are a surplus 
above costs, Profits arise on account of the assumption of unknown 
risks. Lastly, it is doubtful how far there is a real cost of risk- 
taking. There seems to be little evidence to show that the bulk of 
entrepreneurs must be paid some additional reward so as to induce 
them to take up a risky business, All that is necessary is that 
they should know that they may make large profits in such busi- 
nesses, any people remain in business because they value their 
independence. They wish to give orders, not to receive them. That 
Such a position may be attended with risks may not deter them 
from managing their own business, 


UNCERTAINTY-BEARING AND PROFITS : Modern theories of profit 
maintain an inevitable connection between profit and uncertainty- 
bearing. ‘The assumption of uncertainty, like that of waiting, is a 
disutility and must therefore be rewarded. Just as it is the function 
of the capitalist to supply waiting, so it is the peculiar function of 
the entrepreneur to bear the uncertainties of production. Profit, 
the income of the entrepreneur, is therefore the reward for 
uncertainty-bearing. 

4 Uncertainty has been defined by one writer as “the expectation 

of the irregularity of income.” Knight makes a distinction between 
- risks and uncertainties in this way. Not all kinds of risks give 
tise to uncertainty. There are some risks ie., risks of death, whose 


1 Carver. Distribution of Wealth, p. 274. 
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' average incidence in a community is statistically measurable, and 

to cover which a premium may be fixed: These 

Distinction between are ‘risks’ proper, and do not generate a feeling 

qon Spi c uet cd uncertainty. There are, however, other 

; risks which cannot be foreseen, or measured 

in that way. These risks give rise to uncertainties. And in order 

to induce people to shoulder these risks, we must offer them a 

reward over and above that expected in industries where there are 
no uncertainties. That reward is profit. 


Uncertainty-bearing has been regarded as a factor of produc  — 
tion like waiting. The unit of uncertainty-bearing has been defined — 
by Pigou as “the exposure of one pound to a 
Uncertainty-bearing given scheme of uncertainty in an act the. 
A ZA poner of pro- consummation of which occupies a year.” The ——. 
; demand for various units of uncertainty-bearing 21 
= eomes because they are productive. This productivity of uncertainty- 
hs bearing is best illustrated by Pigou's example of breaking the 
| vasses. Uncertainty-bearing, ie, people's willingness to assume - 
$ uncertainties has a supply price, depending (a) on the character 
of entrepreneurs. Men of cautious temperament will be attracted 
only by a very high reward, while gamblers will rush in where 
wise men will fear to tread. It depends (b) also on the total 
amount of resources possessed by investors, and (c) on the prow 
portion of these resources to be exposed. Rich persons are more 
willing to venture into risky investments because they may afford 
to do that, When a business requires the investment of a smaller 
proportion of the total resources possessed by a person, he may be 
willing to risk it for a smaller reward, while he will expect a higher 
profit if it requires the investment of a greater part of his capital, 


mi 


i Moreover, uncertainty-bearing as a factor. js seldom found 
= in isolation. One must have something to lose when one is assum- 
: ing risks. That something is generally capital. This association 
of uncertainty-bearing with capital is another source of profit. In 
many cases it is difficult to find a combination of these two factors, 
Men who are willing to assume risks may not possess capital while 
rich persons may prefer safe investments, Persons who combine 
these two thus possess a strategic advantage and earn some revenue 
which is of the nature of quasi-rent, 
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= 4, 
EN The first criticism that has been urged against this mE 
is that uncertainty-bearing is not a separate factor of production, 
' IE we accept the doctrine of real cost—that all costs are ultimately — 
_ reducible into pains or disutilities, then we can rank it as à separate —— 

factor, But modern opinion is not inclined to accept the doctrine — 
1 oi real costs, The fact that labourers working in disagreeable 
circumstances may obtain higher wages does not constitute dis- PUR. 
— agreeableness into a separate factor. So the fact that entrepreneurs |. 
have to produce in uncertain circumstances does not constitute —— 
; - uncertainty-bearing as a separate factor. It is merely a character- mi 
istic of the entrepreneur-functions,—a characteristic which results " 
lin increasing the supply-price of capital and entrepreneur. In a o 
— risky business, people expect a higher reward. That is all. 4 


pe 


a 


: Further, uncertainty-bearing cannot furnish the sole explana- 
tion of profit. It may be the most distinctive function of entre- 
As ONN but it is not the only function. There are also other 
— features,—the entrepreneur's capacity for co-ordination and inno- 
= vation for which a reward is expected. Lastly, uncertainty-bearing 
73s only one of the forces that limit the supply of the entrepreneur 
ass. "There are also other influences, e.g, different elements of 
^ | social stratification, and the environment which are as potent in 
" -— limiting the supply of entrepreneurs as uncertainty-bearing, 
- MARGINAL PRODUCTIVITY AND PROFIT: The remuneration of 
ery factor of production is determined by the theory of marginal 
ductivity. An employer's remuneration is taken to be due 
o his business ability. Profits would tend to equal the marginal — — 
et product of one unit of the factor—organization. Marginal net — 
(pro is "the amount which the community is able to produce — . 
F with his help over and above what it could produce without his 
help." Writing in the Economie Journal, Chapman? came to the 
‘conclusion that profits tended to equal the marginal social worth i 
iba Jof employers, in exactly the same sense in which a labourer got his 4 
E d -marginal net product to the employer. The only difference is that e 
1 nd the marginal net product of workmen is determined directly, whereas E 
— "the forces bearing upon the employer's remuneration operate — 
indirectly and more tardily." Edgeworth arrived at the same con- — — 
- clusion by another process. “Normally it may be presumed that — 


s 
temuneration of Employers, Economic Journal, Dec, 1906. — 
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— an independent entrepreneur does not make less than a manager 
—— f like abilities, and perhaps he does not make more. ..... If the 
remuneration of the manager is just equal to the amount which 
he produces, then the remuneration of the entrepreneur is not very 
different from the amount he produces,"* 

The main difficulty about explaining profit by marginal 
productivity is that the unit of the factor, organization, is not 
infinitesimally small, Rather it is inconveniently large. And so 
the withdrawal of one entrepreneur might mean the disorganization 
of the whole business, It becomes difficult to measure the marginal 
net product of the services of entrepreneur. Moreover, while 
productivity of other factors is measured directly by the cei 
preneurs, that of entrepreneurs themselves is measured indirectly, 
‘in a more haphazard fashion by the immediate action of their 
own competition. Hence the measurement is not exact, if not 


` impossible. - 
P THE DYNAMIC THEORY OF PROFIT: J, B. Clark, the celebrated 
— American economist, explained profits by saying that it was due 
^ solely to dynamic changes. The function of 


Profits due wlely the entrepreneur, according to him, was quite 
to dynamic changes. distinct from that of the labour of 

and superintendence, or from that of the 

risk-bearer. It is the function of the pioneer—the creative agent 

who is instrumental in effecting changes in the economic 

iC 

" Profit is the difference between the selling price and the cost. 

s Tf competition works out its full effect, and no new changes occur 

E. in the economic organization, each. factor 

4 dp n would secure what it would produce, and the 

ip selling price would be equal to the cost. Hence 

| there would be no profit above the wages of superintendence, 

= ~ Profits, therefore, tend to disappear in the static state. In the 

v static state, Clark assumed five kinds of changes to be absent 

t First, there is no increase in the number of population ; ee 

the supply of capital is not increasing ; thirdly, methods of pro- 

duction do not change ; fourthly, forms of business organisation 

remain the same; and lastly, wants of the consumers are not 


——— 
8 Papers relating to Political Economy. Vol. I, p. 30. 
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i -surplus above cost, would vanish. 


- average incidence of death in a community can be statisticclly — 
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PROFITS 


In such a static state, price would always be equal 
the cost of production of each community. Profits, being the — 


ğa But it is the special function of the entrepreneur to disturb 
this equilibrium. An entrepreneur, by means of his superior 
ability, will lower the costs and thus secure profit, 
dynamic change is an invention. The adoption of an | 
wention will enable the entrepreneur to produce at a lower coste j 
t obtains a profit. But sooner or later, competition sets in ; other EA 
entrepreneurs adopt the invention ; output increases ; and prices 
fall, Moreover owing to the competition of entrepreneurs, rates 


of wages and interest rise. As a result, costs rise until costs and | 
- price become equal ; profits then disappear. Profits are thus un- 


stable and temporary. They are the offspring of change as also 
the incentive of change. The pioneer-entrepreneur, who badly 
dashes out into a new path enjoys a surplus temporarily. But 
soon the competition of others forces him to surrender his profit 


‘ to the community, either in the form of higher wages, or higher 


interest or lower prices. 
* “The ultimate goal of the whole movement (of any dynamic 


v2 change) is a no-profit state." In the stationary state, therefore, 


frictionless competition exists, profits would tend to a mini- M 
m. In actual life, however, changes are constantly occurring, 
the influence of competition is impeded by constant friction, 

rs, therefore, are always able to secure profits. 


B 


k One criticism of the theory that has been advanced by F.A. 
“Knight is that not all types of dynamic changes give rise to profit, 

which happen regularly, and which are, therefore, fore- 
"would be discounted in advance, in the same way as the 


determined and a premium fixed for those risks, The financial 
results of these foreseen changes can be determined and included he 
in costs, It is only those changes which cannot be foreseen, and il 
which are unpredictable that give rise to profit. Taussig criticises 4 
this theory on the ground that it makes an artificial distinction ‘= 
between profit and earnings of management, “Even the routine 
conduct of established industries call for judgment and adminis — | 
trative €i MEE tor te azatoiso ol the same: faculties that are 


EK p. 


-294 AN INTRODUCTION TO ECONOMIC THEORY 


more conspicuously and more profitably exercised under conditions 
of rapid progress”*. In the static state, entrepreneurs would secure 
wages of management. The reward for risk-taking would disappear 
if risks are non-existent in such a state. The major part of risks 
would not of course exist; but a certain number of risks, for 
example, risks of loss by fire, by the negligence of producers, or 
risks of defalcation by employees, (ie. Marshall's personal risks) 
would remain and a reward must be given for their assumption, 


CONCLUSION : The defect of all these theories is that they 
lay emphasis on particular aspects of the functions of the entrepre- 
neurs to the exclusion of others. Profit, however, is not a 
‘homogeneous income. An entrepreneur performs not one function, 
but a composite function, e.g., risk-taking, uncertainty-bearing, plan- 
ning, selecting, deciding, etc. Hence no single theory would be 
adequate to explain the true nature of profit. Moreover, mere 
analysis of the functions of entrepreneurs, as is done in the theories, 
cannot explain the emergence of profits, The true theory of profit 
must also explain why the supply of entrepreneurs is limited, For, 
3f capable businessmen were as plentiful as manual labourers now 
are, their reward would not be much higher than the common day- 
labourer's wages in spite of their performance of various functions, 
But to explain why supply of entrepreneurs is limited is to explain 
the present social organization and the present social stratification. 
lt must explain why qualities essential to entrepreneur function, 
viz, imagination, judgment, skill and ability in organization, 
shrewdness in meeting risks, a certain courageous self-confidence. 
are limited ; how much of this limitation is due to natural causes, 
and how much due to environmental causes. The theory must also 
explain why prices sometimes rise above costs and give a windfall 
profit. Clark’s emphasis on dynamic changes is valuable in this 
_ respect. Some attention must also be given to the courses of mone- 
tary or cyclical disturbance which leave in their trial profits or 
losses. The theory of profit must, therefore, touch at one point, the 


facts of social stratification, and at the other point, the theory of 
money. 


: JUSTIFICATION or PROFIT: At the hands of socialists, profits 
have been severely criticised. All value, according to Marx, is 


MNBL Du otal he 
4 Taussig, Principles, Vol. II, p. 129, 


_ due to labour, and must go to labour. The surplus value, which _ 


is profit, is something taken away from the shares of labour. 
Profit is therefore “legalised robbery." 


There is no doubt that there are many elements in actual 


profits, which cannot be defended. The employer may swell his . 


profits by paying to the labourers less than their 


Some elements in marginal worth, or by 'sweating' the helpless 


profit cannot be 


Sustified. workmen. Privileges yielding valuable financial, 
benefits may be obtained dishonestly. The 


industrialists may bribe the legislators into passing tariff legislation. 
On the stock exchange gambling and unscrupulous manipulation 
' of the market may enable persons to become rich. Monopoly 
profits may be secured which are in many ways unjustifiable. There 
are innumerable other ways in which large sums can be collected 
‘by foul means. Nothing can be said in defence of these types of 
profits. The result often flows from the low commercial morality of 
the people. The proper remedy for such practices is full freedom 
of competition and the improvement in the moral ideas of the 


public. 


But the condemnation of these types of profits does not also 
mean the condemnation of normal profits earned by honest work. 
They are the inevitable outcome of the institution of private 
property. Just as you must pay people for waiting, so you must 
. also pay them for risk-taking and uncertainty-bearing. An entre- 
. preneur, by assuming risks, and by directing the productive 
- organization, renders useful services to the society for which he 
must be paid. The services of businessmen are no less valuable 
than those of workers. By his superior organising ability, by his 
boldness and sagacity in shouldering risks, an entrepreneur increases 
the productivity of the economic organization in a greater ratio 
" than would have been possible otherwise. Profits have been the 
spur to progress under the present organization of society and to 
stop profits would mean the abolition of progress. Of course if 
we abolish private property, the payment of profits will not be 
necessary. But the abolition of private property raises other 
questions which will have to be discussed in another place. 
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CHAFTER XXVII 
THE NATIONAL INCOME 


4 Cut your coat according to your cloth is an advice which is l 
appropriate for many purposes. In studying his subject, the 1 
economist should also follow this advice, and first find out the 
size of the cloth. In other words, the starting point of economic 
studies must be the determination of the size of the cloth, i.e., the 
size of the national income of a community. An individual starts 
first with an account of his total money income and then studies 
how he can increase its size, and how he can distribute it on 
various items of expenditure so as to secure the maximum benefit 
for himself and his family. Similarly, as a social scientist, the 
economist also starts his studies with an account of the size and 
“distribution of the national income. This provides the background pi 
for most of his discussion: 


How is this national income defined ? There are two ways 
to do it. We may define it as the sumtotal of all goods and 
services produced by the residents of a country during a given 
period, generally a year. This is the final-product total, A second \ 
way is to define it as sum of the incomes earned during a given i 
period by the factors of production, i.e., the landowners, labourers, ^ 
owners of capital and businessmen. This may be said to be “factor- | 

i 


payments total.” The latter is the aggregate of all wages, plus 
het rents and royalties, plus all interest payments plus the profit 
of corporated and unincorporated businesses. Let us examine the " 
implications of each of these two definitions. * 


Gross Nationa Propuct (GNP): National Income has been UE 
defined as the quoi. of the money value of all goods and E 
Services produce during a year. The labour and capital of a ] 
country, working on its natural resources, produce every year | 
a certain amount of commodities and services of all kinds. Let us ij 
find out the total volume of goods and services of all kinds pro- | 

N 


duced in course of the year, multiply them by their respective average 


$ 


THE NATIONAL INCOME 297 


prices, and add these together. The total is the aggregate money 
value of all goods and services and is known as the Gross National 


Product (GNP). 


In calculating Gross National Product, we must be sure to 
include only those items that represent a final good or service. 
For example, to print a book worth Rs. 9/-, paper of the value of 
Rs. 2/- may be utilised. Since the full value of the book is included 
in the calculation of GNP, the value of this paper must not be 
included as a separate item ; its value is already included in that 
of the book. To include the cost of paper in addition to the cost 
of the book will thus be double counting. In this case, paper 
is an intermediate product, not a final good. But the value of 
paper used in our homes for the education of our children should 
be counted in the GNP, as this paper is a final product, We must. 
be careful not to include intermediate products like the flour made. 
into cakes, or the steel used in manufacturing a motor car, or 
coal burnt in the blast furnaces. We must include only the final 
products, i.e., products which had not been used in the making of 
other goods. Thus from the value of the total output produced 
by a firm, we must deduct the value of the raw materials and 
other goods purchased by it from other firms and used up in 
production, 


Another method by which the value of the total output may be 
found out is to determine the amount each stage of production 
adds to the value of the final output. This is known as the “value- 
added method." Let us take the case of a book that has been 
published. We find the value of all copies of the book sold to 


others and deduct from it the total cost of paper, ink etc., purchased 


from other producers. The difference is the value added by the 
activities of the publishing firm. 


It should be noted that we are using the yard stick of money 
value in determining the aggregate of such a great variety of 
commodities produced in a country. The final goods are valued 
at the market price if they are sold during the year. If not, they 
are to be valued at cost of production. It is, of course, true that - 
money value is an inadequate measure of the national income, 
But it is the best of the measures we have got. 


298 AN INTRODUCTION TO ECONOMIC THEORY 


Wer NarIONAL Propuct: While the concept of Gross 
National Product is useful for some purposes!, we are, however, 
interested in the Net National Product (NNP) for other purposes 
The Net National Product is the ne? money value of the final goods 
and services produced in course of the year. The word, “net”, 
means that in calculating NNP, we must deduct from the GNP i 
a certain amount to compensate for the using up or depreciation 
of the assets of businesses. While production is going on the y 
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buildings and machineries are gradually wearing out, rusting or 
becoming obsolete. If a piece of machinery becomes partly worn 
out in the production of this year’s output, we must deduct from l 
the GNP a certain amount to provide for the depreciation of this M 
machinery, Similarly, a factory may have a certain amount of i 
stock of raw cotton on the Ist January, 1952, and may use a part 
of this stock plus any raw cotton purchased during the year in 
making textile goods, so that on the 3lst December, 1952, its 
‘stock of raw cotton is less than that on the first day of the year. 
This fall in stocks must then be deducted from the Gross National 
-— Product before we can fmd out the Net National Product. 


The Net National Product may be said to consist of (a) 


| goods and services bought by consumers, (b) goods and services 
| purchased by the government and (c) net additions to private 
investment. 


THE FACTOR-PAYMENTS TOTAL : 
and services has been produced by th 
9f production, and their money val 
Ways among factors of production, 
may also be regarded as the total of incomes received b persons 

d supplying Services or resources used in production. These pay. 
ments are generally grouped under four headings,— wages, rent, 
2 ea 
in aap e i eei die | 
gross toll of alk voli. ue san, Mee During a war, for ex. the 
"That some portion of this gross total shoul 


This sumtotal of the goods 
co-operation of the factors 
ue is distributed in various 
Hence the national income 
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interest and profits. In computing the national income on the 
basis, care should be taken in respect of certain types of payments | 
and of non-payments. The national income total should include . 
all income payments received by individuals. National income is 
a measure of goods that have been produced, and should mot, 
therefore, include those income payments for which no productive - 
service is made in return. These payments which are not made 
in return for the making of goods or services are called “transf 
payments." For example, relief payments given by the govern- 
ment to the displaced persons are transfer payments as the receivers 
of such relief do not provide any service to the government in, 

return. Such transfer payments should be excluded from the | 
national income total determined by adding the total payments 

received by the factors of production. 


There is, on the other hand, a certain amount of income 
which may not be paid out to any individual. For example, joint- 
stock companies are in the habit of not distributing the whole of 
their earned income among the shareholders. A part of the profits . 
is carried to the reserved fund. These “undistributed profits — 
should, therefore, be included separately in the national income. 
Or, the government collects a considerable amount of taxes levied 
on the profits of joint stock companies and this part of the profits 
does not become income payments. Thus we should include all 
profits, whether actually paid out to the owners and shareholders 
or retained in the business. We should also include certain types 
of imputed payments, such as the annual rent of the house where 
the owner livestin his house etc. 


Thus the national income is the sumtotal of (a) all wages, 
salaries and other supplementary incomes earned by all employees, * 
(b) met rents of all individuals including the estimated rents of 
self-occupied houses, (c) net interest paid out to all private indivi- . 
duals, (d) net profits of businesses of all kinds including (7) the 
incomes of one-man businesses, like farmers, incomes of partner- 
ship concerns and of professional men like doctors, (ii) net earnings < 
of joint-stock companies consisting of dividend payments, 
undistributed profits and corporate taxes. ai 

RELATION BETWEEN FACTOR-PAYMENTS TOTAL AND OUTPUT- | 
VALUE TOTAL: What is the relation between the national income as 

v 
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consisting of earnings of all factors of production (factor-payments 
total) the Net National Product (NNP) at market prices ? The 
goods produced in the country are sold at market prices which 
cover the indirect taxes levied by the government. Thus the 

. market value of the National Product exceeds the incomes paid to. 

— the factors of production by the amount of the indirect taxes. i 
Let us suppose that the actual cost of producing a certain amount 
of output comes to Rs. 100,000/-, which is paid out to various L 
factors of production as wages, rent, interest and profit. The 
government levies taxes amounting to Rs. 10,000/- on this output 
so that it sells in the market for Rs. 110,000/-. This is the market 
value of the output while the income payments made on account 
of the production of the output is only Rs. 100,000/.. Thus | 
from the money value of the NNP at market prices we must $ 
deduct the amount of indirect taxes before we arrive at the 

- national income as determined on the basis of factor-payments, 


i 


"fs Gross National Product at market prices — Depreciation = i 
- Net National Product at market prices. Net National Product at 

market prices — indirect taxes — National income (or National 

income at factor cost). 


THE GOVERNMENT SECTOR: One major complication jn 
framing the estimates of national income is introduced by the 
operations of the government. The government of a country 
collects a certain amount of money in taxes from the people, and 
spends large sums on goods and services and on various kinds of 
public works. Both these operations create difficulties for the 

-calculation of national income. If the national income is to be 
caleulated as the sumtotal of factor payments, should one include 
Or exclude taxes collected by the government and the subsidies 
paid by it? Should each income payment be counted before or 
after deducting the taxes ? Or, if the national income be calcu. 

- lated as the sumtotal of final products, should it include all goods 
and services purchased by the government ? Should one include 
the whole of the expenditure incurred by the government ? Does 
it make any difference if some of the goods purchased by the 
government are not final products ? 


1 
] 
] 
1 
» 
á 


VTE E. 


1HE NATIONAL INCOME 300 - 


There are at least two views on the question whether taxes 
are to be included in the calculation of national income.? 
According to the first view, followed by Kuznets and the U.S. 
Department of Commerce, taxes are to be divided into two kinds— 
indirect taxes (or business taxes in American terminology), and 
other taxes (personal or direct taxes). Indirect taxes, like the 


sales tax, the excise duties etc., are not supposed to come out of ' 
any particular factor payment; whereas personal taxes such as. 


income taxes are paid out of factor payments, i.e., from the incomes 
of individual. Hence in calculating the national income as the. 
sumtotal of factor payments, these writers are inclined to exclude 
indirect taxes (since these are not paid out of incomes, but are 
merely additions to prices), and to include other taxes (since these 
are paid out of incomes). Another school of thought including 
Mr. C. S. Shoup? is inclined to make no distinction between direct 
and indirect taxes in calculating the national income. According 
to them, the first approach requires knowledge about what taxes 
do or do not come out of factor payments, and our present state 
of knowledge about the shifting of taxes is not sufficient to enable 
us to make this distinction. So either all taxes should be deducted 
or retained in calculating the total of factor payments. If all taxes 
are deducted, we must add the value of the final products supplied 
by the government. Or, if no taxes are deducted we must then 
subtract from the sumtotal the value of the product bought by the 
government that is only an intermediate product, not a final good. 


The last statement about the distinction between a final 
product and an intermediate product with regard to the goods 
purchased by the government takes us to the second difficulty for 


calculating the national income as the sumtotal of final products. | 


We have stated that care should be taken to include only the final 
products, and to exclude intermediate products to avoid the 
dangers of double counting. Are we to assume that all items of 
government expenditure on goods and services are incurred on 


2 od discussion of these views, see an article by Bowman and 
Pieces S ein Maberpretatio of the Kuznets and Department of Commerce 
Income concepts” in The Review of Economics and Statistics, Feb, 1953, 


pp. 41-50. aif, 2 : 1 
3 Principles of National Income Analysis, 1947, pp. 231-33, Also 
his Et Diopinent nd Use of National Income Data" in A Survey of 


Contemporary Economics, Vol. I. E 
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tinal products ? Yes, according to the U.S. Department of Com- 
merce and the governmental authorities in Britain, which are 
publishing regular statements of national income. Out of the total 
government expenditure, these authorities would exclude only those 
items that are transfer payments (e.g., relief payments, interest on 
government debts etc.). All other items of expenditure are to be 
included in the national income total. But some economists have 
argued that not all goods bought or supplied by the government 
can be regarded as final product. Some may be of the nature of 
intermediate products, and hence should be excluded from the á 
calculation of the national income, For example, the government 
. constructs a road connecting distant villages with a main marketing 
centre. This road makes it possible for the agriculturists to bring 
their produce to the main marketing centre. It may then be 
regarded as an intermediate product which is utilised by private 
business for the speedy transport of crops. If we include the 
_ expenditure on the construction and maintenance of the road in the 
national income as a final product, we may be guilty of double- 
counting, The value of the transport is already included in the | 
prices at which crops are sold in the market. Kuznets accepted © | 
A this distinction between final products and intermediate products 
supplied by the government. But he assumed that that amount E 
of government products whose value is equal to the amount of d 
direct taxes should be regarded as final goods. An amount of i 
government products equal to the amount of indirect taxes is taken 
to be intermediate products, and hence is excluded from the i 
calculation of the national income. He also regarded the expendi- 
if 
i 
u 
n 


ture on construction done at or by the order of the government to 
_ he the expenditure on final products, and hence to be included 
- im the national income. While there is some truth in these 
- criticisms, the main difficulty has been with regard to the question, 
which item of government expenditure is to be regarded as being h- 1 
incurred on final products, and which is to be regarded as an } 
‘intermediate product ? Kuznets’ distinction is clearly arbitrary, 
and it is this difficulty which has forced many authorities to include P 
all government expenditure (barring some transfer payments) in | L| 
the national income, , 

FOREIGN TRADE AND NATIONAL INCOME: So long we have — . . 

been discussing the concept of the national income without 
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- output produced in the country may be owned by foreigners, a» 
while some amount of income payments may be received by the 
people of the country from foreign countries. The calculation | 

` of the national income must, therefore, take account of the existence _ 
of foreign trade and foreign investment. If Britishers receive ~ 
dividends from industrial concerns operating in India, this is a 
part of the national income of Britain and not part of Indian» 
national income. Our exports are parts of our national output | 
total, while our imports are parts of the national outputs of — 
countries sending these goods to us. Hence in calculating the | 
national income, we must take account of exports, imports, divi- 
dends and interest payments in and out of a country etc. In 
practice, a mere transfer of ownership from a resident to a 
" foreigner is not recorded in the national income unless the 
commodity is exported, or its value is sent abroad. For example, 
if a foreigner buys a house in Delhi and pays the price out of. 
any bank deposits he possesses in India, this transaction will not 
affect the calculation of the national income. In principle, of 
course, such should not be the case. But unless the goods and 
services are actually exported or imported,* they are not usually 
included in the calculations of the national income. The 
authorities have calculated the surplus of all goods and services 
provided by us to foreigners over what they send to us, and 
included it in the national income. If the difference is positive, 
this represents our net foreign investment. If it is negative, this 
is to be deducted from the national income. 


There are many other problems involved in the definition 
of the national income, and the discussions among the economists 
have not reached the conclusive stage. However, if a consistent 
treatment of the different items if followed, estimates of the national 
income would not differ by a large margin. 


PERSONAL INCOME AND DISPOSABLE INCOME: ‘Two other con-. 
cepts have to be noted in connection with the discussion of the 
national income. One is the concept of personal income. This: 


j 4 Some services purchased by foreigners, for example by tourists, are 
assumed to be exported 
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is equal to the money payments made to all individuals in the 
country. It differs from the national income at factor cost in two 
ways. First it includes all transfer payments made by the govern- 
ment, ie. payments for which no service is rendered in return. 
Secondly, it excludes those items of income like undistributed 
profits of joint-stock companies or the corporate profits taxes, 
which are not paid out to individuals. 


Disposable income means that part of the personal income 
that remains in the hands of individuals after payment of direct 
taxes. It is equal to personal income minus direct taxes. It 
should be noted that personal income excludes indirect taxes as 
well. Disposable income is the sumtotal of money incomes that 
remain at the disposal of individuals. It is the most significant 
total when we want to study the relation of income to consumption 
expenditure and saving. The major portion of the disposable 
income is spent by individual on consumption goods, and a 
part is saved. So it is equal to the sumtotal of consumption 
expenditures and saving. In other words, 


Disposable income (1) —oconsumption 
expenditure (C) --saving (S) 
RELATION BETWEEN THESE CONCEPTS: We can now trace 
the relationship between the five concepts: Gross National 
Product (GNP), Net National Product (NNP), Net National 
Product at factor cost, Personal Income and Disposable Income, 
considered as the sumtotal of factor payments. 


GNP = rent + interest + wages and other 
profits of unincorporated business units -|- dividends + undis. 
tributed profits -+ corporate taxes +- indirect taxes -+ direct taxes 
and + depreciation — transfer payments. 


NNP at market prices—GNP — depreciation. 
NNP at factor cost — GNP — depreciation — indirect taxes, 


Personal Income—NNP at factor cost -+ transfer payments 
—undistributed profits — corporate — taxes — GNP + 
transfer payments — (depreciation -+ indiredt taxes E 
‘corporate taxes + undistributed profits). 
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Disposable Income — NNP at factor cost + transfer pay- 
ments — (undistributed profits + corporate taxes -+ 
direct taxes) = GNP -+ transfer payment — (depre- 
ciation + undistributed profits -|- corporate taxes + 


Y indirect taxes + direct taxes). 


UTILITY OF NATIONAL INCOME STUDIES: The study of the 


size and the distribution of the national income provides the back- 


ground for economic discussions. The data of the national income 
are an important index of the total economic activities of a country. 
They enable us to know how incomes are earned and spent. From 
a study of these data we can form a correct sense of proportion 


about the structure of the economy, viz., how much is being spent 


on consumption and how much is being saved etc. They enable 
us to find out whether there is an adequate balance or lack of 
balance between the different parts of the economy and whether 
there is present any major source of disturbance ; whether the 
aggregate expenditure on capital equipment is tending to outstrip 
or fall below the level of normal savings appropriate to that level 
of the national income. The statistics of the national income are 
specially useful to the government. They enable the government 


to measure the inflationary gap, i.e., the proportion of the dispos- 


able income that must be saved or taxed if inflation is to be 
avoided ; or the extent of the deflationary gap, ie., the amount 
of extra-public investment that must be made if the downward 
movement of prices and incomes is to be arrested. The budgets 
of governments are being increasingly prepared against the back- 
ground of the national income data, and the government is deter- 
mining its taxation and borrowing policies so as to neutralise, as 
far as possible, the broad fluctuations in the national income 
and its main constituents. In advanced countries where the data 
on the national income are readily available, the governments have 
begun to publish annual surveys containing estimates of the 
volumes of the national income, consumption, saving and invest- 
ment in the coming year so as to enable the public to study the 
budget statements against the background of these changes with 
economy. These statistics are also of great help in framing 
economic plans for the development of the resources of a country. 


20 


In the international sphere, the available data on the national i d 


: 
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\ marrow the Tange of possibilities of mistake. 
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incomes of the various countries are being utilised to divide the 
burden of some international payments among different nations, 
In a federal country like India, the data on the national incomes 
of the various States may prove useful in enabling the government 


to determine the amount of grants-in-aid to be provided to different 
States. 


Soctan ACCOUNTING : The statistics of national income 
provide the basis of what is called, “social accounting". "This 


» total personal expenditure on consump- 
lion such as food, clothing, housing, furniture etc., and the total 
volume of savings ; or the statement of the balance of international 
transactions on current account, or on capital account etc, 


One important advantage of these various statements of social 
accounting is that they enable the statistician to check and verify 
the calculations made in different sectors. The figures calculated 


usin. one set of accounts may be used to check those calculated in 


connection with other Statements, and it may then be possible to 


statistical advantage, the method o 
great help in many directions, 


ac taii 


Meu | THE NATIONAL INCOME 


TABLE I 
NATIONAL Income or Inpra, 1958-59 
E In crores of rupees 


(At current prices) 


|... Agriculture m 

Mining, Manufacturing d Small. SDD zi 

Commerce, Transport and Communication 

Profession and Liberal Arts 

Government Services 

Domestic Services — — — Beretta sr a 
House Property 5 u vs 

Net Domestic Product at factor cost EC 22 12480 | 

Net earned income from abroad .. y 53 —10 

Net National Income at Factor cost 


In view of the estimated increase in the total population, the 
per capita national income, therefore, worked out at Rs. 293'6 in 


1958-59. 


It should be noted that these figures are only approximate 
as many of the estimates are based on guess work on account of 
"the non-availability of statistical data. Moreover, as the National 
Income Committee recognised, in India, “a considerable portion 
of output does not come into the market at all, being either con- 
sumed by the producers themselves or bartered for other commo- 
dities and services. The problem of imputation of value thus 
arises and takes on significantly large proportion in some sectors 
of the economy."? The task of collecting proper statistics about 
the various items is further complicated by the general absence 
of the practice of keeping accounts among both producers and 
consumers the vast majority of whom are illiterate. Hence a 
large element of guess work has inevitably entered into these 
calculations. 


"i 
$ 
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5 First Report of the National Income Committee, 1951, p. 12. 
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THE NATURE AND FUNCTIONS OF MONEY 


money, i.e., if it serves as the medium of exchange. Thus anything 
Which has general acceptability, which passes readily from hand 
to hand in the settlement of debts and transactions is money, 
Functions oF money: The functions of money are mani 
fold. To quote a well-known couplet, 
“Money is a matter of functions four 
A medium, a measure, a standard, a store,” 


The first and foremost function of money is that it seryes 


ig as a medium of exchange. Instead of exchanging goods for goods, 


i goods are exchanged for money, The difficulty 

rem of arising from the lack of double coincidence of 

wants, which is the chief stumbling block in 

a barter economy, is wholly eliminated with the use of money. 

The producer of a commodity may sell it for money at any time 

and need not suffer the difficulty of finding a Suitable buyer or 
buyers. 


The second function of money is that it serves as a measure 


or standard of value, The value of each commodity is expressed 


in terms of money—a common denominator, 
sh) Standard of Exchange of all articles is facilitated in this 


measurement is that the value of a unit of money fluctuates from 
time to time, and thus it is not an ideal standard of measurement, 


The third function of money is that it serves as a standard of 
deferred payments. Lending and borrowing are common features 
in every business community. Debts are 

contracted for a period of time which may be 


c (c) Standard of short or long. There must be a unit for 


deferred : 
aaa calculating these debts. By providing such a 


unit money greatly facilitates borrowing and 


lending. It is thus one of the factors which have helped in 
"building up the vast economic organization of modern times, 


Money serves as a store of value. Gold and silver, which —.— 


were selected as money materials, were less perishable than any 
other commodity in the world. Wheat or 
(d) Store of similar products cannot be stored for a long 


B. period. Money obviates this difficulty. One 


n 


can store purchasing power for a long time by keeping it in the | 


form of money. Thus it would seem that value can be stored by 
hoarding money. We generally hold money in reserve against 
future payments. 


- Modern economists are laying stress on another aspect of 
money, its liquidity. Since by definition, money is the most 
generally acceptable commodity, it is also the most liquid of all 
resources. Possession of money will enable one to get hold of 
almost any commodity in any place and money never lacks a 
buyer. "People may refuse to accept other commodities ; but they 
will seldom refuse to accept money, or to sell goods against money. 


- Hence money is the most liquid of all resources. It is this pecu- 


liarity which distinguishes money from all other commodities, A 
preference for liquidity is a preference for money. The Keynesian 
theory of interest is built up round this characteristic of money. 


CLASSIFICATION OF MONEY: The first classification of money 
is that between actual money and unit of account, Actual money 
is that by delivery of which all payments are completed and in 
the shape of which a store of general purchasing power is held. 
The rupee coins or paper currency notes of our country are actual 


< money. Money of account is that in terms of which debts, prices 


and general purchasing power are expressed. Money of account 
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is the description or title and actual money means the thing which 


changed. The unit of account in our country is the rupee. But 
the actual rupee has varied in weight. Before 1941, it contained 
marily a nickel coin or one: 
unt’, money proper cannot 
All debts and contracts are 
account, while payments are l 


um of exchange and a store | 
of value. But there are other kinds of money, which circulate 


freely as a medium of exchange, but which are not stores of value, 
"They represent stores of value, ie., they are convertible into com- 


ther divisible into convertible 
money and inconvertible money, Convertible money is actually 


convertible into coins on demand at a fixed rate ; while inconvertible 
money is not actually so redeemable. 


Another way of classification is between, legal tender money, 
optional money and subsidiary money, 


Legal tender money is that money by means of which any 
Payment can be made in Jaw and the payee is bound to accept 
it. It may be made unlimited legal tender or a limited legal 


rae 
amount is unlimited legal tender, while some money may be made n 
legal tender up to a 


fixed maximum amount. A rupee is unlimited 


* 
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legal tender. The pound in England is unlimited legal tender, 
whereas shillings are legal tender only upto £2. 


Optional money consists of that vast amount of monetary 
circulation which, while not legal tender, is generally accepted 
in the discharge of debts and in other payments e.g., bank notes, 
cheques, etc. ' 


Subsidiary money is that money which is used for purposes 
of small change. Eight anna pieces, four anna pieces, ten, five, 
three, two and one paisa pieces are subsidiary money. These coins 


are made in small denominations for purposes of small change. — 


"They are also made of inferior metal, e.g., nickel, bronze, etc. 


"They are generally limited legal tender, and are issued only by 


" the government in limited amounts. 


Another way of classifying money proper is to divide it into 


"standard money and token money. The standard money embodies 


or represents the money of account. It is the unit by means of 
which values of all other media of exchange are measured. It is 
a coin made of the standard metal, gold or silver, and its face 


"value is equal to its intrinsic value. It is also unlimited legal 


fender. Token money is money whose face value is more than its 
Antrinsic value. It is characterised by shortness in weight: it 


- is worthless as a mere piece of metal than as money. It is generally 


any amount of the money metal converted into the coins and 
. gratuitous because no charge was made for the mintage. 


_ issued only by the government and in limited amounts to keep up. 


äts value. It is also usually a limited legal tender. 


COIN AND COINAGE : When precious metals came to be used 


Rr ‘as money they were used as rough ingots, and were weighed each 


time when an exchange was effected. But this system was obviously 


” disadvantageous. With the advent of the system of coining, coins 
"became homogeneous in fineness and weight and the former dis- 


advantages disappeared. Under the modern system of coinage the 
edges of coins are milled to prevent abrasion and intricate designs 


are used to prevent counterfeiting. 


Coinage was generally free and gratuitous in every state 
having a standard money :—free because any person could have — 
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If a charge is made for covering the cost of converting 
bullion into: coin the charge is known as mintage or brassage. 
Tf the charge is higher than the actual cost, then the charge is 
known as seigniorage. The seigniorage may be taken in two 
ways :—(a) a certain Proportion of alloy may be included in 
coins in place of the precious metal, or (b) a charge higher than 
actual costs of minting may be made. 


. The mint price of gold in any country is the rate at which 

a gold coin is given by the mint in exchange for gold bullion, 

In England the Mint in pre-war days used to accept gold for 

| coinage at the rate of £3 17s. 103d. per ounce, eleven-twelfths 

fine. As minting was free and gratuitous, the mint price could 
not differ from the market price of gold. 


GRESHAM’s LAW : During the reign of Queen Elizabeth an 


- Coins into circulation. Elizabeth tried to oust these from circulation 
by issuing new coins, But new coins went out of circulation as 
fast as they were issued. Perplexed, the Queen sought the advice 
9f Sir Thomas Gresham who gave an explanation of this pheno- 
menon. Hence the statement is known as Gresham's law. It should 
be noted that the law was formulated more than once before 
Gresham, so it is difficult to understand why it should be named 
after him. It was Macleod who first christened the law as the 
Gresham's law. 


The law states that “had money tends to drive good money 
out of circulation when both of them are full legal tender", Now 


commonly show ereater tenacity in circulation than those which 
are superior in these respects." ! For example, when only gold 
or silver coins are in circulation, old, worn-out and light weight 
coins are bad money ; when metallic coins and paper money are. 
in circulation, Paper money, being cheaper in substance value, is 


1 Taylor—Principles of Economics, p. 407. 
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bad money. The question then arises, how does good money go 
out of circulation ? When both good and bad money are circulating 


side by side, people will generally melt good coins and so only bad | 


coins will be left in circulation. If a jeweller wishes to melt a good 
coin for making ornaments, he will generally choose a new coin 
of full weight rather than one weighing less. The same: is also 
true of the exchange dealer who wants to ship gold to pay the 


foreigners. Gold coins of one country are not legal tenderin 


another. Hence gold coins must be melted into bullion and sold - 


as such in the foreign country. Since foreigners will accept gold 
coins by weight only, coins of full weight will be shipped. Thus 
good money will disappear through payments to foreigners. Lastly, 
when people want to hoard money, they will naturally prefer to keep 
good coins in hoard. 


The chief cause of this is the fact that the superiority or 
cheapness of different kinds of money is of little importance in 
day-to-day exchange transactions. Coins which are slightly short 
in weight generally have no difficulty in passing in trade. Only 
those people who are extremely careful will notice that they are 
short; and in the hurry of business, very few people have time 
to notice it. Even if one notices it, he does not hesitate to accept 
it, because he knows that he will not have much difficulty in 
passing it on to someone else. Often businessmen cannot refuse 
to take such coins for fear of displeasing their customers. Hence 
in active circulation, bad money serves as well as good money. 


But in other uses, the quality of coins is of some importance. 


For example, the jeweller must melt only the very best coins. 


In order to avoid the operation of this law modern govern- 
ments constantly withdraw from circulation old and light coins 
; and replace them by new ones. This law may 
Gresham's law 8nd — pe in operation not only when coins are of the 
doom same metal, but it may be found to operate 
under other circumstances as well Under a bimetallic standard 


when gold and silver coins are freely minted and are unlimited legal” 


tender, the overvalued metal (over-valued at the legal ratio) 
tends to drive the under-valued metal out of circulation. Thus 
when the market ratio of gold and silver differs from the mint 
ratio, one or the other metal is driven out of circulation. A 
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‘similar phenomenon was witnessed in India during the pre-war 
days. Both sovereign and token Tupees were unlimited legal 
tender. But all sovereigns put into circulation immediately dis- 
appeared. The government concluded that India did not want 
gold coins, But the true reason for the disappearance of gold was 
the operation of the Gresham’s law. Rupee was a token coin and 


under various circumstances, 


The law will fail to Operate under the following cir 


cumstances, 
First, it will fail to operate if 


the total circulation of money including 
Meno of of the actual monetary needs of the community, 

A Secondly, it will fai] to operate 

` munity as a whole refuses: to accept and circulate 
‘In these cases, good money will remain in circulation 


if the com- 
bad money, 


both good money and bad money falls short — 


St 
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MEASURING THE VALUE OF MONEY 


INDEX-NUMBERS : The value of everything is measured 
terms of money. But the value of money cannot be measured. 


id 
terms of money. How can we then measure the value of money ? 


Money is usually wanted for the purpose of buying goods and | 
services. Therefore the value or the purchasing power of money | 
can be determined by averaging the prices of a number of selected 
commodities on which people spend their income. The average 
of the prices of commodities and services on which money is 
spent for various purposes is called the price-level ; and a series 
of such pricelevels is called the Index-numbers. Index-numbers 
are, therefore, figures of price-levels constructed for showing 
changes in the prices of goods and services in which we are 
interested. They are a kind of statistical average of prices of 
different commodities and services for the purpose of showing 
fluctuations in the value of money. When the price-level rises, a 
given amount of money buys less commodities ; the value of money 
has fallen. Similarly, when the price-level falls, the value of money 
rises, The value or the purchasing power of money, therefore, 
varies inversely with the price-level. 


When we study the prices of particular goods over a period, 
we find that some of them may be rising, while others may be 
falling. Moreover, those which are rising or falling are moving 
upwards or downwards at different rates. But throughout all these 
conflicting movements, there may be a central tendency of the whole 
group. When this central tendency is rising, prices of most com- 
modities will be rising too, though some may be falling at the 


same time. It is the purpose of the index-numbers to point out this 


central tendency. 

The main facts about the construction of index-numbers are 
the following—(a) we must take a base period, and prices in other 
periods are compared with those of the base period. Then we 
must select the number of commodities, their prices at different 
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periode, and then calculate the averages of prices. To take a 
bonerate example : 
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kinds of goods. Changes in the prices of petrol and cars will 
materially affect the purchasing power of money to the rich while 
they will not mean anything to the poor. Even within the same 
class it seldom happens that two people spend their incomes on. 
the same commodities and in the same proportions. A change: 
. Sn the prices of fish and meat will not affect the value of money 
B a vegetarian and a non-vegetarian in the same way, though 
~~ both may belong to the same income-group. Strictly speaking, we. 
ought to construct a separate index-number of the cost of living. 
- for every person or family ; on account of differences in customs, 
tastes, size of the family, etc., different families within the same: 
group may spend their incomes on different bundles of goods. 
Moreover, even if commodities are selected correctly there is no 
guarantee that they will remain the same in quality over a period! 
of time. “A bus ride during which you sit down is not the same 
| thing as a bus ride during which you have to keep on giving up. 
^. your seat,” though on each occasion you pay the same fare. A 
Ford car of 1920 may be sold at the same price as another Ford: 
car of 1935. Looking to the price of car alone, one would naturally. 
‘conclude that the value of money had not changed. But if the. 
- second car contains many improvements, not thought of in 1920, 
one would certainly be getting better value for one's money in: 
-——. 1985 than would be shown by the index-number. 
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Another difficulty is introduced by the fact that people may 
buy different goods at subsequent periods, New commodities may 
be introduced between the two periods; some old articles may 
have dropped out of consumption. A generation which did not 
"know tea may be supplanted by a generation which must have. 
“its morning cup of tea. A family which did not consume anything 
xcept ghee might now be forced to use only vegetable ghee. Hence 
index-numbers based on the averages of prices of goods consumed 

in the first period may not provide a correct indication of changes 

in the value of money in the second period. To meet this difficulty, 
Marshall suggested the method of “chain index numbers", “On 
this method, the price-level of 1900 is compared with that of 190] 
on the basis of commodities available in both years, new commo- 
dities introduced during 1901 being ignored ; the price-level is then 
compared with that of 1902, new commodities of 1901, this time. 
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PURPOSES AND KINDS OF INDEX 
^ — which an index-number is construc 
- Construction. The selection of co 
“to different articles are all depe 
. — we want the index-number. For example, an index-number, designed 
ré . With a view to measuring the purchasing power of money, will not 
be the same as that used to measure the cost of living. Therefore 


_ We must also consider the different purposes and kinds of 
- index-number. 


An index-number may be required to measure the general 
purchasing power of money. It should include all items that are 


finally consumed. Such a 
index-number has not yet b 
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"NUMBERS : The purpose for 
ted is essential to its proper 
mmodities, weights to be allowed 
ndent on the purpose for which 


comprehensive . 
een attempted 


Different types or 
_ Index-numbers. 


- the task. However, Mr. Carl Snyder's “the index of the general 
I price-levels”, constructed by "combining four types of price-levels”, 
s. viz wholesale prices, Wages, cost of living and rent, is somewhat- 


owing to the difficulties and complexities of : 


- money-wages per hour of all workers. Fourthly, we may have a 
- Wholesale Standard composed like Sauerbeck's and the Economist's 
“of the prices of raw materials, foodstuffs and semi-manufactured 
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more comprehensive. Secondly, index-numbers might be constructed 
io measure changes in the cost of living of the working class. 
Wages in some industries are adjusted on a sliding scale to 
correspond with such changes in the cost of living. For this 
purpose, cost-of-living index-numbers are prepared in many 
countries. Thirdly, we may have an Earnings Standard computing 


goods. Lastly, when the purpose is the stabilisation of the price- 
level, a Tabular Standard composed of the wholesale prices of 
important commodities may be constructed. 
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THE QUANTITY THEORY AND THE 4 
VALUE OF MONEY "Mae d 


CONS" 

What factors bring about changes in the value of money ?. 
How is it that general prices rise all round during certain periods, - 
while they fall during some other period ? Several centuries ago, m" 
writers pointed out the close connection existing between changes in 
general prices and changes in the quantity of money. The idea 
gained ground and came later to be known as the Quantity 
Theory of Money. 

The theory states that the general level of prices depends 
mainly upon the total quantity of money in the country, Supposing 
that the government of the couniry suddenly becomes generous 
and grants Rs. 50/- to each citizen. People, having now more 
money to spend, will proceed to spend the money in buying goods 
and services. But the volume of goods and services will not 
change on account of this increase in the quantity of money. When 
more money is spent on the same volume of goods and services, 
their prices are bound to rise. As more money is spent, the more 
will prices rise. 

To prove that changes in the value of money depend upon 
changes in the quantity of money, the quantity theories proceeded 
in the following way. The value of money, like the value of any 
other commodity, is determined by the demand for and supply 
of money. Money is the medium of exchange and is demanded 
whenever there is some exchange to be made, Demand for money 
comes from the volume of goods offered for sale. The latter, in 
its turn, depends during a given period on the aggregate volume 
of production. The aggregate volume of production is determined 
by such factors as the supply and efficiency of the factors of 
production, the organization of production etc., and not on the 
value of money. Thus during a given period, when the quantity 
of money changes, the aggregate volume of production will remain 
the same, and so the volume of goods offered for sale will also 
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nstant. In other words, demand for money rema‘ns 
during a given period when the quantity of money 
| but no other change takes place in the meantime. As 
and for money remains constant, the value of money will 
mined by the supply, ie, the quantity of money. A 
f the quantity of money in circulation would result in a 
of the price-level, 


at determines the supply of money during a given period ? 
qual to the total quantity of money which is used to purchase 
goods offered for sale. It is different from the total amount 
of coins, paper currency notes and bank deposits. Each piece of 
money may be used several times in course of a given period to 
purchase goods and services. Each time a coin or a paper currency 
mole changes hand for buying goods, it adds to the supply of. 
.. money. If one rupee is used three times in course of the week for 
buying goods, the total supply of money is equal to three times one 
Tupee, ie., three rupees. The average number of times a unit 
~ of money changes hands for buying goods during a given period 
— is known as the velocity of circulation of money. The supply of P 
i S? money is, therefore, equal to the total amount of money multiplied 
D -by their average velocity of circulation. Changes in the supply of 
i money will cause proportionate changes in the price-level, 


a 


| This is the famous quantity theory of money, The theory . 
7. in its original form stated that the amount of goods to be sold. 
r 1 , remaining constant, i, the demand for money - 
Eod liters remaining the same, the pricelevel varies ^ mis 
E. directly with the quantity of money in circu- 
$ lation. Money meant only coins and paper notes, Account was 
also taken of the velocity of circulation of money, i.e. the number 
times each coin changed hands during a given period. To put 
algebricafly, the price-level P could be found by dividing the 
lantity of money M, and its velocity of circulation V. by the 


a volume of trade T. P. was, therefóre, equal to i 
» mie MV yes 
Bu move E qu 


But soon it was found that in a developed community, some 
credit was also used to purchase. goods. The theory was then 
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£ D M 
d to include the volume of deposits and its velocity of — 2» 
ulation, The theory was put into an algebrical form by 
i pio Om j à 
ri 
EV p.MVTMV 
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P is the price-level. M means money in circulat 
including coins and paper notes, and excluding bank reserves and 
r hoards of money. V is the velocity of circulation of money} e 
is the volume of bank-deposits withdrawable by cheques and | 
‘is the velocity of circulation of bank-deposits, determined by 
"dividing the total volume of deposits withdrawable by cheques 
‘by the total amount of cheque payments during a given period. 
"T denotes the volume of trade in goods and services of all kinds 
“sold against money. According to Fisher during normal periods, 
ae three elements in the equation, T, V and V', will remain 
~ constant when the quantity of money changes. T, the volume 
of transactions, depends on the total volume of output produced 
country. The latter, in its turn, is determined by the supply 
and efficiency of factors of production etc. These things do not 
xe because the quantity of money changes, T, therefore, 
. remains constant during a period when M changes. Similarly, 
f velocity, of circulation depends on the habits of the people and on 
r » ; methods of doing business. Hence V and V' tend to remain 
n t during a given period. 


There are two fundamental points in this equation. First, 
P, the pricelevel, changes because the quantity of money changes 
not ctherwise. Secondly, the price-level changes exaetly in 

e same proportion as the quantity of money. According to 
p , the volume of deposit money is related in a more or less 
constant proportion with the quantity cf bank reserves. As 
deposits can at any time be converted into cash, the creation of 
deposits by banks depends on the reserve of cash possessed by 
them. The proportion of reserves of cash to deposits is nore or 
less constant. "M! bears a constant relation to M, the quantity of 
lawful money. have ‘already seen that at any given time, 


1 Fisher, The Purchasing Power of Money. pp. 142.1%, 
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V and T are more or less constant. Hence changes in M will 
cause direct and proportionate changes in the price-level. Fisher 
does not deny that changes in the quantity of money may cause 
a change in the velocity of circulation of money, or in the volume 
of transactions. But such conditions are abnormal or traditional. 
In the long run, under normal condition, changes in the quantity 
of money will cause exactly proportionate changes in the price-level. 


Criticism: One of the main criticisms that have been 
levelled against the theory is that it assumes that other things 
are constant. But other things do not remain 

Criticism. constant. The fact that other things may 
change is, however, no ground for rejecting 

the theory. All scientific theories are based on the assumption 
that other things remain equal The quantity theory can be 
objected to if we can show that other things must change if either 
the quantity of money, or the priceevel (the two variable factors 
in the question) changes, It is necessary, therefore, to see whether 
this actually happens. In Fisher’s equation, the velocity of 
circulation of money and the volume of transactions are assumed 
to be independent of changes in the quantity of money and in the 
price-level. But in real life, neither V, nor T is independent of M 
or P. The velocity of circulation of money is closely related to 
changes in the price-level increasing during periods of great busi- 
ness activity and rising prices, and decreasing during depressions 
and falling prices. Moreover, V is also affected by changes in 
the quantity of money. The volume of transactions T is also 
influenced by changes in the price-level, Recent studies on business 
cycles have conclusively shown that changes in prices are an 
important influence in determining the volume of production. The 
quantity of money is also not independent of other factors in the 
equation. It is influenced, to some extent, by changes in the 
volume of transactions and in the price-level. Fisher's assumption 
that M’ bears a constant relation to M is also not borne out by 
facts. The relationship between M and M' is not constant. Fisher, 
of course, recognises all these facts, His reply is that these varia- 
tions in other factors occur during short, transitional periods, 
In the long run, they remain more or less constant. But as Keynes 
has pointed out, in the long run, we may all be dead, The useful- 
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ness of a monetary theory which disregards’ business cycles can 
easily be imagined. i 
Secondly, it has been argued that the effect of a change in 
the quantity of money is not simply a proportionate change in . 
the price-level as stated in Fisher's equation. Only under exceptional 
circumstances, a doubling of the quantity of money will double the 
pricelevel. The usual effect of a change in the quantity of money 
is a “complex series of reactions touching prices, production, ant 
the desire of the community to hold command over real resources. 
' So long as there are unemployed resources, an increase in the | 
supply of money will cause these resources to be drawn into pro- 
duction, and prices may not rise at all. So the proportionate 
relationship between changes in the quantity of money and in the 
price-level does not always exist. 


Thirdly, the theory is also inadequate to explain the processes 
through which changes in the quantity of money affect price-level. 
It does not help us to separate out those factors through which 
price-level is determined. “The fundamental problem of monetary 
theory is not merely to establish identities or statistical equations 
relating the turnover of monetary instruments to the turnover of 
things traded for money. The real task of such a theory is to treat 
the problem dynamically"? Changes in the quantity of money 
do not exercise any direct influence on prices. They first affect the 
rate of interest, and prices and output are influenced via the rate 
of interest. 

The most fundamental objection is that Fisher's equation does 
not measure the purchasing power of money. It determines the 

average value of monetary transactions of all 
üt does not mea kinds, The major portion of transactions 
Eger. included in T relates to industrial, commercial 

and financial transactions. Whereas by the 
purchasing power of money, we refer to transactions relating to 
the purchase of goods and services for consumptions. And the later 
type of transactions forms only a small part of the total tran- 
sactions included in Fisher’s equation. Hence the equation 
measures not the purchasing power of money, but the Cash- 
Transactions standard. 


ium 2 c āå 
2Keynes, A Treatise on Money. Volume, I, p. 138. 
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i Camı E EQUATION: The theory has been presented in 
another form by a group of writers. According to them, demand 
dor money does not depend on the volume of goods to be sold for 

— money, “but by the ability and willingness of persons to hold 
| currency, in the same way as we think of the demand for houses 
as coming not from persons, who buy and re-sale or lease and 
— sub-lease houses, but from persons who occupy houses.” An indi- 
vidual wants to hold a certain proportion of his income, either in 
cash or in bank deposits, in order to meet his personal expenditure 
~ and to provide for contingencies. Similarly, a merchant and an: 
industrialist want to keep a certain amount of money on hand 
for purposes of business expenditure, The total amount held in 
these ways constitutes the demand for money. The supply of money 
is the quantity of coins, paper currency notes and bank deposits. 
nct the amount that is actually circulating. The idea was, however, 
not new. Marshall has shown that this conception of the demand 
for money can be found in the writings of Petty, Locke and 
Cantilon. 


In his Tract on. Monetary Reform published in 1923 Keynes? 
gave a formula based on this conception. He started from the 
concept that people require to hold a certain amount of purchasing 
power in order to buy a number of what he called "consumption 
units’, “made up of a collection of consumption or other objects 
of expenditure” Suppose & is the number of consumption units 
which the public find it convenient to hold in cash; and # the 
number of such units which the public hold in bank-deposits, So 
pk’ is total bank-deposits withdrawable by cheques. Let r be the 
proportion of cash reserves held by banks against their deposits : 

_ n he the total quantity of currency in circulation and p the price 
per consumption unit. Therefore 


n=p (k+rk) or p= EGE 


The greg’ merit of this line of approach is that it does away 
with the somewhat crude conception of the demand for money 
as coming from the volume of goods, Instead of focussing 
attention on the almost mechanical concept of the velocity of 


ae RP ee 
2 See Tract on Monetary Reform, pp. 84-88. 
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_ ¢reulation, it brings out the fact that the price-level depends on 
- the people's habits about holding a proportion of their incomes 
in the form of readily available purchasing power. They thus 
clearly illustrate the parts played in the determination of prices 
by the decisions of the bankers regarding the amounts of their 
reserves, and the decision of depositors regarding the proportion ' 
of their incomes to be kept in the form of either cash or bank- ut 
deposits, But the great defect of these lines of approach is that E 
magnitudes of both k and i’ of Keynes’ equation are not definitely — 
"determinable by statistics. 


THE RELATION BETWEEN FISHER AND CAMBRIDGE EQUATIONS ; 
It should be noted that the difference between the Fisherine type 
of equation and the Cambridge equation is not as fundamental 
as is generally supposed. The two types of equations represent 
different yiews of the same thing from different standpoints. The 
‘Cambridge equation focuses attention on the amount of money . 
held in the balance of individuals at any given time (i.e., “Money 
sitting" in Robertson's language) with a view to finance their 
future transactions ; Fisher's equation is concerned with the amount 
of money required by the community during a period of time (i.e. 
“money on the wing" according to Robertson) to finance its 
transactions. The first refers to a point of time, the other refers 
to a period of time. 

THE QUANTITY THEORY OF MONEY AND THE TRADE CYCLE: An 
important criticism of quantity theories lies in the fact that they 
are inadequate to explain those changes in pricelevel which occur 
during a trade cycle. According to the theory, all changes in 
price-level are due to changes in the quantity of money, and the 
remedy for a period of falling prices is, therefore, to increase 
the quantity of money. But after 1929, when prices began to fall 
rapidly all over the world, almost all governments tried to stop 
the rot by injecting more money into circulation. But in spite 
of vast increases in the quantity of money, prices continued their 
downward course. An increase of money failed to bring about a 
rise in prices. de 

Secondly, when the boom ends and recession begins, this is ^ 
not always due to any shortege in the supply of money. A rise 
in prices may be checked long before there is any dearth of 
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“purchasing power in the country. Periods of depression and falling 
prices are generally characterized by the existence of surplus pur- 
chasing power, and piled up bank deposits, But in spite of this, 
prices still continue to fall. The end of a depression and the 
beginning of a recovery cannot be claimed to be due to changes 
_ or increases in the quantity of money. Lastly, it cannot always 
be said that the quantity of money always determines the price- 
level, On the other hand, demand for money itself depends upon 
the height of the price-level and its tendencies to change. Changes 
in pricelevel and in the volume of money in circulation are both 
simultaneously determined by other factors. A satisfactory analysis 
of these factors cannot be made on the basis of the quantity theory 
of money. 


THE RELATION BETWEEN THE QUANTITY OF MONEY AND THE 
PRICE LEVEL: It is sometimes said that while the quantity theory 
of money may not hold good in the absence of full employment, it 
comes into its own during periods of full employment. When the 
quantity of money changes, prices may or may not change, and it 
is not necessary that the change in prices, when it takes place, 
would be proportional to the change in the quantity of money. 

e normal effect of a change in the quantity of money is a change 
in the rate of interest. The degree by which the rate of interest 
would fall when the quantity of money is increased would depend 
on the schedule of liquidity-preference of the people. Given no 
change in the people's liquidity habits, an increase in the quantity 
of money will first bring about a fall in the rate of interest. A 
fall in the rate of interest will, in general, cause an increase in 
investment. The volume of investment will rise in the country, 
and so long as there are unemployed resources, mouey incomes, 
employment and output will tend to increase. There may also 
Occur some increase in prices, specially in particular prices, as 
marginal costs of production go up in particular lines of production, 
Though resources are available, some of these resources may not 
be as efficient as those already in employment, Or there may be 
other factors at work making for increasing costs. In course of 
time, if the quantity of money goes on increasing, there will be a 
stage of near-full employment of resources. Output can still be 
increased in response to increased money demand. If, during such 
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a period, organised labour puts pressure on employers to force them 
to pay higher wages, ie. higher than is warranted by increased 
productivity, costs would rise, and there may be cost-push inflation. 
When employment is nearly full and easily available, the position 
of the labourers becomes stronger, and they are in a more favourable 
position to bargain for higher wages. In such a case, an increase 
in the quantity of money may be followed.by some rise in prices. 
But the extent of the rise in prices would depend, not on the quantity 
of money, but on that of the rise in costs. 


As the stage of full employment is reached, there will be 
no more possibility of increasing the total output any further. 
An increase in the quantity of money beyond 
Quantity Theory this stage would of course raise money 
En employ- ^ incomes and such money incomes would be 
spent entirely in a rise in prices. That is why 
it has sometimes been said that the quantity theory of money 
comes into its own during periods of full employment, and that 
the classical writers generally proceeded on the assumption of full 
employment and so had no difficulty in accepting the validity of 
the quantity theory of money. While it is true that an increase 
in the quantity of money beyond the stage of full employment 
will only result in a rise of prices, the rise in prices would not 
necessarily be proportionate to the increase in the quantity of 
money. Much would depend, first, on the cost curves in different 
industries, i.e., the extent to which costs would go up in different 
industries during the attempt to raise output to the maximum 
capacity. It would also depend on, secondly, the extent by which 
trade unions succeed, by taking advantage of the full employment 
market, in raising wages. It would also depend on the expectations 
regarding the future movements of prices, If people expect, once 
prices start rising seriously, that prices would go on rising still 
further in the future, they might start to buy in larger quantities 
than before. The result would be an accentuation of the upward 
movement of prices. Hence it is unlikely that prices would rise in 
proportion to the increase in the quantity of money even after the 
stage of full employment is reached. 


The determination of the general price-level is thus a complex 
affair. Changes in the quantity of money are no doubt an important 
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ctor in influencing changes in general prices, especially at parti- 
cula ods, at near-full or full employment, But besides changes 
in the quantity of money, many other factors would have to be 

taken into consideration such as the extent of changes in the rates 
. of interest caused by changing quantities of money—the interest- 


_ change after the change in investment); the nature of the cost — — 
. . curves (Le, whether costs would or would not rise after a certain 
‘output is produced); the bargaining strength of trade unions and 


the consequent pressure on wage-rates ; and lastly, the expectations 
regarding future changes in prices, *à 
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— INFLATION : There is a difference of opinion 
- exact meaning of the term "inflation." Inflation has 


um been defined as a state when "the su; T 
] E its money and of bank deposits TIME 
S xx through: cheques, so-called "deposit currency” — 
increases, relative to the demand for media of exchange, in such — 
a way as to bring about a rise in the general price-level.” A 
popular way of putting it is that too much money is chasing too 
few goods. But how are we to judge the extent of “the demand 
for media of exchange” ? This, as well as the expression, “needs 
‘of trade" do not carry us far. Different people have different ideas 
about the needs of trade. There is only one way by which we 
can determine whether the supply of money has increased more 
PN ~ than the needs of trade or not, ie. by finding out whether the 
price-level has risen or not, But all rise in price may not be 
inflationary. The rise in prices which occurs when the average 
- level of costs of production increases cannot be regarded as due 
“to inflation. Moreover, as some writers have pointed out, inflation 
- "may occur without any rise in prices. When costs are falling, but 
"prices are kept stable (as in the U.S.A. during 1924-29), a country 
develop all symptoms of inflation. This state of affairs is 
d by Keynes as "profitinflation", to distinguish it from 
modity-inflation” (meaning a rise in prices). 


According to Prof. Pigou, “inflation exists when money 
4 ` income is n more than in proportion to incomeearning » 
— activity". An increase in the supply of money will stimulate | 

- investment by lowering the rate of interest, As investment” 
increases in the country, the volume of employment offered to 
factors of production tends to increase so long as there P 

“ unemployed resources. With the increase in employment, 

5 one enti activities, cutput of goods and services will X 
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So the increase in money incomes will be balanced by increases 
in the output of goods and services. When the stage of full 
employment is reached, any further increase in the supply of 
money, leading to increased money-incomes, will not cause any 
increase in employment, or income-earning activities or output 
of goods, Hence there will occur true inflation as the price-leve] 
of output begins to rise, 


True inflation thus arises only after the stage of full 
employment of factors of production is reached. Sometimes it 
may happen that some of the factors or resources are in short 
supply with the result that they are fully employed before other 
factors whose supply is larger become fully employed. In that 
case the output of those goods and services in Whose production 
it is necessary to employ scarce factors cannot be increased, though 
the incomes directed towards the purchase of the goods increase 
considerably. Prices of these goods will, therefore, rise, and this 
will gradually spread to other prices, especially if these goods 
form an important part of the economy. On account of the existence 
of these “bottle-necks,” inflation may be found even under 
conditions when some of the factors of production remain 
unemployed. This has been called “partial infltion.” 


TYPES OF INFLATION : Financing of a first class war cannot 
be done without some amount of inflation. A large percentage 
of total population is drafted into armed forces, and almost all 
productive resources are drawn into employment. The economy 
reaches the stage of full employment and so there is a large in- 
Crease in money incomes. At the’same time a large portion of 
the total production is taken away by the government for military 
Purposes and less goods are thus available for civilian consump. 
tion. So inflation is usually found both during and after the. 
war. Such inflation may occur in two ways. First, as money 
incomes in the hands of the people rise higher in proportion to 
the available output, this excess of incomes should be collected 
by the government either in taxes or loans if inflation is to be 
avoided. If members of the public do not pay in taxes or loans 
sufficient sums of money to defray the war expenditure, the 
government will be forced to create new money to meet the deficit 
in its budget. This is to be called “deficit-induced inflation." 
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e-earners 
wag The 
goods 


Secondly, as prices and costs of living rise, 
may succeed in forcing employers to pay higher wage ar 
rise in wages means higher incomes whereas output id js to 
cannot be increased. The result will be inflation. D 
be regarded as *wage-induced inflation." 


inflation. 
Inflation may be of two types, open and suppressed ; 


When high money incomes and the consequent high ke place à 
goods are allowed to become effective, there would tê : 


.n" Unless 
sharp rise in prices. This is the stage of “open inflation itm pe 
price increases could be held down within proper lim nflation.” 
inflation may develop into what is known as “galloping ? roase in 

This is the stage when the rate of ™ ut S 
Galloping inflation. prices becomes very rapid, either be by the 
the large-scale creation of new money to push 


government, or because of attempts made by wage-carm alloping 
up wage rates to catch the rising spiral of prices, SUC zs 1920-23 
or hyper-inflation took place in Germany during the age 

or in China during the last period of the Kuomintang * 


not like 
For many reasons the government of a country 1127 


overn- 

to allow prices to rise to a high level. During the last uf ot 
ments of almost every country tried to limit the spee the fixing 
money incomes of the public by various means, such # tioning ot 
of maximum prices of goods, of invest 
Suppressed infla- essential goods, control over the flow J controls, 
be ment etc. If, by means of such yer. “the 
the public are prevented from spending their money i erumulation 


inflation may show itself not in rising prices but in the ?' ple private 
of cash, bank balances, and other forms of encash? n, has been 
wealth in the hands of the people"? Such a develop™® 

called “repressed” or “suppressed inflation". 


res- 
jonary P 
DEMAND-PULL AND COST-PUSH INFLATION: Inflat! Jf, at any 


sures may be generated in two ways in an piat of large- 
time, excess demand develops in the economy, on acc d 
scale investment expenditure either in the public or the g 
the rate of increase in money incomes may outstrip 


5]. K. Horsefield—“The Measurement of Inflation” in t° 
Papers, Vol. I, No. 1, p. 18. 
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output. As a result, excess demand will emerge and will bring 
about a rise in prices, This is an instance of what has been called 
“demand-pull” inflation. On account pf the faster rate of increase 
in money incomes and consequently in money expenditures, the 


quantity of goods demanded exceeds the quantity supplied at their 


existing level. 


Instead of being pulled up by excess demand, prices may also 
be pushed up by increases in cost of production. If pressure 
exerted by organised trade unions pushes up wage rates beyond 
the level of the rise in productivity, the costs of production will 
rise, leading to higher prices. Or there may be increases in the 
prices of raw materials, say, through crop failures, leading to a 
rise in product prices, and gradually to a general rise in prices. 
These are instances of “cost-push” inflation. This type of inflation 
has become prominent during the post-war period when, aggressive 
trade union action resulted in substantial rises in wage rates in 
some of the industrially advanced countries. The growth of large 
corporate organisations which exercise more or less a semi-mono- 
polistic control over their prices, has made the pricing process 
an administered cne. In other words, these corporate organisations 
follow the practice of fix'ng the price of their products on the basis 
of cost-plus-profits. If this practice is general, ie., all prices are 
fixed on the basis of mark-up over costs, then excess demand may 
exist without any effect on the price-level. The presence of excess 
demand will only result in a piling up of unfulfilled orders, over- 
employment etc. Under such cond'tions, inflation will ordinarily 
be of the cost-push type. 


It has, however, been urged that the existence of excess demand 
is a necessary condition not only for a demand-pull inflation, but 
also fcr a cost-push inflation, Producers will be able to raise 
prices only because there is excess demand in the economy. If 
there is no excess demand, increase in wage rates will lead to higher 
costs and if producers raise prices, sales would fall off. and output 
and employment would decline. Advocates .of cost-push inflation 
argue, on the cther hand, that the rise in wage rates would generate 
additional demand to absorb the rise in prices. So a cost-push 
type of inflation may take place even in the absence of excess 
demand, : 
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DEFLATION : Deflation means that the level of money incomes. 
earned during a given period .is falling relatively to the volume. 
of output. It is characterised by falling employment and prices. 

REFLATION : During the years after 1929 it became fashion- 
able to talk of “reflation.” This period was characterised by the 
great depression with a steep fall in prices and output and consi- 


derable unemployment. The remedy for such a state of affairs was. 


sought along the attempt to raise prices to bring them in equilibrium 
with the level of costs. This rise in prices to be brought about 


in this way to bring prices and costs into equilibrium is known as. 


‘reflation’. 


DISINFLATION : In recent times, the term *disinflation, has. 


become popular. The war and the post-war period has witnessed 
a steep rise in prices in every country of the world. It is being 
increasingly felt that governments should adopt a policy or policies 
to bring down prices and costs to reasonable levels. This policy 
is known as disinflation. It is to be distinguished from deflation, 
A deflation is characterised by a fall in prices; disinflation also. 
means bringing down prices. But deflation also signifies falling 
output and increasing unemployment ; whereas disinflation is to be 
carried out without these undesirable symptoms. A policy of disin- 
flation means that the government should adjust its fiscal and 
monetary measures in such a way as to bring about an orderly 
lowering of prices and costs without causing unemployment. 


EFFECTS OF CHANGES IN THE PRICE-LEVEL :* If fluctuations in 
the value of money affected each individual equally, they would 
not cause any serious inconvenience. But in practice changes in 
prices affect different classes differently. Man is affected by 
fluctuations of prices in his capacity as a wage'earner, entrepreneur. 
stock-holders, bond-holder, debtor, creditor and tax-payer, and in 
each capacity he may be affected in a different way. Moreover, 
rising or falling prices influence the course of production and the 
distribution of wealth in different and often adverse ways. 


Changes in prices and distribution of wealth. In the modern 
world, almost everybody is either a debtor or a creditor, and in 


4 For one of the best d'scussions on the topic, see Keynes—A Tract om. 


Monetary” Reform: Chap: 1. 
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each capacity he is affected differently. During periods of rising 
prices, debtors gain and creditors lose, When prices rise, money 
buys less goods. Thus though debtors return the same amount 
of money, they return less in terms of goods, Conversely, when 
prices fall debtors lose, and creditors gain, because debtors in 
returning the same amount of money return more in terms of goods 
(since money will now buy more). Therefore the investing classes 


savings 
which is a necessary condition of the investor's willingness to save. 


Similarly, a man may be either a wage-earner or entrepreneur. 
It is a familiar fact that during periods of rising prices, wages 


do not fall so much and wageearners are therefore, 
Bat there is another side to this picture. During periods 
of rising prices, employers make good profit and offer more 
employment 


and wageearners are thus hard hit. Conversely, prices fall, wages 
gainers, 


^. = | vw 
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and unemployment ensues, Thus periods of rising prices benefit 


those with fluctuating incomes like businessmen ; and injure those 
with more or less fixed incomes like interest-receivers, investors and 


| 


Effect of pricechanges on production. Fluctuations of prices 
increase the risks and uncertainties of business operations, and 
hamper the smooth flow of productive activities, An increase 
means that risk bearers will exact a biger toll from 
in the shape of larger profits, But if prices were 

would also be fewer, and the remuneration for 
will be lower. Moreover, during periods of rising 
is unnecessarily stimulated. — Businessmen earn wind: 
They invest more in production, and in turning out 
s goods, Ultimately, the supply of goods coming 
market increases vastly so that they could not be sold at 
Businessmen then make losses and begin to cut down their 


may leed to uneconomical production, while business 
y depressed during periods of falling prices. 


Pricechanges, taxation and public debt, During periods of 
rising prices, tax-payers gain, because though they may pay slightly 
higher taxes they hand over less amount in terms of goods than 
before. Incometax payers gain because they pay in rupees whose 
value has depreciated as compared with the value of the income 
when earned. The burden of land revenue also decreases, because 
persons paying it hand over less in terms of goods to the govern 
Many other inequalities may be cited in the sphere. of 
taxation, Moreover, rising prices deorease the real burden. of 
debts, both external and internal; while falling price 
dnetease their burden. 


Social consequences oj pricechanges. So long we have been 
considering the econemb: effects Bet the sia] effets are po 
less serious, Periods of unstable prices are periods of great social 
unrest and didres. When prices rise, wageearners try to increase 
their wages ae their cost of living increanem, As a result. periods 
of rising prices ate wsually accompanied by strikes When price 
fall, employers try to redace the level of wages snd this provides 
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another source of friction, often leading to open conflicts between 
employers and workers. Unemployment increases and creates 
much social unrest. Thus rising prices are characterised by 
strikes ; falling prices by loekouts. 


that the majority would prefer inflation. 


Cosmo. or notation: Inflation is due to the fact that the 
total expenditure is running ahead of the total volume of goods. 
The only way to control inflation is to limit the amount of total 
expenditure on goods to the available supply of goods, This can 
he done in the following way. 


a 

page= ore (b) private investment, (c) 

expenditure, public investment and foreign invest- 
mak ERREUR sited popes, Leaving 


aside 
TER 
IM DEA! > | 


of limiting government expenditure. But chances of a serious cut 
Án. this item of national expenditure are not very great, 


personal consumption im investment usually constitutes 
important clement In total expenditure, the best way b 
*to take steps to control these two items, This can be done in the 


Poucy: Tho term, fiscal polley, ls applied to those 

of actions that seek to control the flow of incomes by means 

of suitable changes in the revenue and expenditure of the govern 

mont. In order to control inflation, the government should alm 

Tt should raise more revenue 

taxes or by raising the rates 

down government expenditure 

possible, As a result, incomes would decline or would 
otherw 


iu 


È 
i 
if 


be abated. Fiss! policy is thus one 
jor antiinflationary weapons. There ia, however, the 
too high rates of taxation ss will be necessary to 
a budgetary surplus, may act a» a disincentive to produc. 
If that happens, total output may decline or may rive at a 
pace and this will inereas inflationary pressure.’ 


H: 


B 


te 

to raise the Dank rate, and carry oot 
restrictive open market operations. They may also riso the cash 
reserve banks soch a power exists, and Uf pocemnary, 
adopt methods of selective credit control. These are the instro 
ments of monetary policy whose objective is to make it more 
dificult and more expensive to borrow money for purposes of 
meeting investment expenditure, for buying comenmer durables, 
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houses etc. As a consequence of the adoption of these measures, 
there will be what Harrod called a “diffused difficulty in borrowing”, 
and the rates of interest would go up. Higher rates of interest 
cause the prices of securities to fall, and so reduce the willingness 
of their owners to spend money on consumption via the Pigou 
effect. It also makes the lenders (ie. the banks and other 
financial institutions) less willing to lend funds in the market. 
As the security prices have declined, they will not probably sell 
these securities to use the proceeds in the grant of loans. In 
these various ways higher rates of interest and the reduced 
availability of loanable funds may serve to limit the total expen- 
diture on consumption and investment. The inflationary pressure 
may thereby be reduced. 


There is now a good deal of controversy with respect to the 
effectiveness of monetary policy. On the one hand it is argued 
that the demand for loanable funds is not very sensitive to small 
changes in interest rates. Large changes in interest rates may 
have to be made if either investment or consumption expenditure 
is to be seriously affected. When profit expectations are high as 
during an inflation, no businessman will mind paying a little extra 
interest (say, 4 or 1 p.c. more) to secure funds. They might be 
deterred from borrowing if the rates are raised to very high levels. 
But such large changes in interest rates will increase the burden 
of interest payments on the huge government debts, and conse- 
quently will adversely affect the budgetary position of the govern- 
ment. Secondly, these would cause considerable decline in security 
prices and might create panic in the government security market. 
It is unlikely that the government would agree to tolerate such 
disorganisation of the security market. Secondly, if the banks 
are prevented from granting more loans by the central banks, the 
prospective borrowers may go to the non-bank financial inter- 
mediaries like the insurance companies, savings banks, building 
societies, the indigenous bankers and others and borrow the 
necessary amount of funds. In the opinion of these critics 
monetary policy alone may not prove effective in controlling 
inflation, and should be replaced or supplemented by fiscal and 
other policies.? 


1See also Chapter XXXV—Effectiveness of monetary policy. 
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BLOCKING LIQUID ASSETS: During the last war the govern- 
ments adopted several measures like price control, rationing etc., 
to prevent the spending of high personal incomes. As a result, 
consumers accumulated large liquid balances, waiting to spend 
them on things they could not buy during the war. 


The presence of such a large amount of liquid funds, combined 
with a good deal of unsatisfied demand for various types of goods 
made it essential to take special measures for controlling this stock 
of assets. Hence governments of many European countries were 
forced to adopt measures for blocking these liquid assets. In 
countries where there was an excessive note-issue during and after 
the war, a new currency was introduced in which one new note 
was given in exchange for a number of old notes. Other notes 
were either cancelled or paid into some form of blocked account. 
Bank deposits were also blocked and holders were allowed to with- 
draw only a part of these deposits as determined by the government. 
In these ways a large slice of the excess monetary purchasing 
power was eliminated in such countries as Belgium, France, 
Denmark, the Netherlands, Norway, Czechoslovakia and Soviet 
Russia. 

Such a policy is likely to prove effective. But it also gives 
rise to a great many difficulties, and may be inequitable. There 
will be some genuine cases where blocking of notes and deposits 
would cause a good deal of injustice. The parent who has deprived 
himself of many things in the past in order to save a certain sum 
of money for the education of his growing children or for the 
coming marriage of his daughter will be equally hit by this blocking 
policy as also the black marketeer who is hoarding his ill-gotten 
money in notes and deposits. How are we to distinguish between 
` the first case where, obviously, some relief should be granted and 
the second case where more stringent measures should be taken ? 
It is, therefore, a measure which should be adopted only in 
emergencies. 

It should be noted that price control, rationing of essential 
commodities in short supply etc., do not cure inflation. They 
only suppress the inflationary pressure, and thus only postpone 
the evil day. These may, however, be necessary to control the 


worst effects of inflation. 
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CONTROL OF INVESTMENT: Lastly, when inflation is on the 
way, the government should adopt suitable measures for the control 
of the flow of investment, both public and private. Periods of 
inflation are not generally the time for the adoption of large-scale 
measures of public investment. Such investment will only add to 
the fire of inflation. To control the flow of private investment, the 
usual method is to raise the rate of interest. But the main defect 
of such a method of control is that such control is impersonal 
and does not distinguish between essential and non-essential invest- 
ment. High interest rates hit all types of investment, the building 
of factories for the manufacture of luxury motor cars also 
factories for making essential clothes for the poor. Hence such a 
measure should be supplemented by a system of licensing of 
investment. Permission to float shares and to buy raw materials 
is to be given only to essential industries, which would be given top 
priority, while investment in non-essential direction is to be stopped 
or seriously curtailed. 


Inflation is a hydra-headed monster, and should be fought 


with many weapons. Reliance on a single method of control may 
not prove effective. 


CHAPTER XXXIII 
THE MONETARY SYSTEMS 


A country may make one or two metals as its standard of 
value. When one metal, either gold or silver, is adopted as a 
standard of value, the system is known as monometallism. If 
the standard metal is gold, it is known as gold standard. If the 
standard is silver, it is called silver standard. 


Two metals may be combined in various ways as standards 
of value. When both gold and silver freely circulate as legal 
tender at a fixed ratio of exchange with each other, and are freely 
minted, the system is known as bimetallism. When both the 
metals are full legal tender, but one, generally silver, is not freely 
minted, the system is known as the ‘limping standard’ ; limping 
because silver, not being freely coined, is limping or acting with 
difficulty. Such a standard was prevalent in France in the 19th 
century. There is another way of combining the two, if we adopt 
the suggestion of Marshall. The standard of value would be a 
fixed quantity of gold combined with a fixed quantity of silver. 
The government should always be ready to buy this combined 
bar of gold and silver at a fixed price, but there should be no 
fixed par of exchange between silver and gold. This system, 
known as symmetallism, was recommended. by him as a compromise 
between gold and bimetallic standards. 


BIMETALLISM : Bimetallism is a monetary standard when 
there is a free coinage of both gold and silver at a fixed ratio, 
and when coins of both metals are unlimited legal tender for the 
payment of debts. In England, bimetallism was finally abandoned 
in 1816, though throughout the 18th century gold was the actual 
standard in England. France adopted it in 1803, and in 1865, 
it was prevalent in the Latin Monetary Union, consisting of France, 
Belgium, Switzerland and Italy. In the U.S.A., bimetallism was 
adopted in 1792. After various controversies, it was finally 


abandoned in 1900. 
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The following advantages have been claimed for bimetallism. 
First, it was argued that it would secure greater stability of prices 
than was possible under gold standard. The 
oe of course of production of both the metals might 
be more steady than that of the production of 
one of them. If the output of gold falls, that of silver may rise, 
and vice versa. In this way, an increase or decrease in the pro- 
duction of one metal might be compensated by an opposite move- 
ment of the other. The total output of gold and silver may thus 
be steady, and the pricelevel might also be stable as in the case 
of two drunken men, who might walk more steadily if they walked 
hand in hand. A standard consisting of two metals would, there- 
fore, be more steady. (b) If all countries adopted gold standard, the 
output of gold would fall short of currency requirements. As a 
result, we would have a period of falling prices and trade depression. 
The adoption of bimetallism, by tapping the supply of silver for 
monetary purposes, would stop this fall in prices. (c) the 
adoption of bimetallism would stop the fall in the price of silver. 
During the early seventies of the 19th century, and the twenties 
of this century, the price of silver was falling greatly. Such a fall 
in the price of silver diminished the purchasing power of the 
silver-using countries of the East which were, therefore, unable 
to purchase goods. If silver was remonetised, demand for silver 
would increase and so also its price. Such a rise in price would 
increase the purchasing power of silver-using countries, and would 
stimulate their demand for goods and might end the depression, 
Lastly, it was argued that the adoption of bimetallism would secure 
a fixed rate of exchange between gold-using and silver-using 
countries. The rate of exchange between them is determined by 
the gold value of silver. If the price of silver fluctuates, the rate 
of exchange would constantly vary, and this fact would introduce. 
a great deal of uncertainty in the trade between two countries, 
Under bimetallism, the ratio of exchange between gold and silver 
would be fixed and the course of trade between the countries would 
be smooth. 


These arguments are formidable. Regarding the argument 
about the stability of prices, Taussig’s opinion was that after 1850 
bimetallism tended to steady the course of prices. But that ib 
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would always do so is not sure. What is the guarantee that when 
gold output will fall, that of silver will increase? What if the 
courses of their production move in the same way ? The fact is 
that steadiness of the general level of prices would have to be 
managed by central banks. Another great defect of a bimetallic 
standard is that it would be almost impossible to maintain the 
mint ratio between the two metals in the face of changing market 
ratios. Suppose at the mint, the ratio is 16 to 1. That is, 16 ounces 
of silver would be coined into pieces of the same value as one ounce 
of gold. Suppose further that in the bullion market 153 ounces 
of silver would buy one ounce of gold. Nobody would then take 
silver to the mint for coinage. Only gold will be presented for 
coinage ; gold is then said to be over-valued, and it will drive 
silver out of circulation and will become the sole medium of 
exchange in accordance with the Gresham's law. Thus as the 
market price of gold rises or falls, it will go in or out of circulation, 
and the country will have either gold or silver standard 


alternately. 
But there are some compensatory tendencies. Suppose that 


gold is overvalued at the mint, and everybody is presenting it 
for coinage. The supply of gold as bullion in 


Compensatory the market will fall off and the supply of 
ahon, 0: hime silver as bullion will increase. The result will 


be that the value of gold will fall and the mint 
ratio and the market ratio will come closer to each other. Thus 
there is a tendency under bimetallism for the automatic main- 
tenance of the gold-silver ratio. But if there is a strong tendency 
towards the continuous increase in the output of one metal, there- 
fore towards a fall in its value that metal will drive out the: other 


from circulation. 


If several important countries adopt the standard, there is a 
r chance of keeping the ratio between the two metals stable. 


greate 
export of their gold or 


If all countries adopted the same ratio, 
silver would be checked as no profit would be obtained by such 
action, Consequently Grasham's law would not be in operation. 
International bimetallism would thus ensure the simultaneous 


circulation of both metals at a fixed ratio. 
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Bimetallism may, therefore, succeed if it is adopted by the 
majority of countries. Herein lies the greatest hindrance to the 
introduction of bimetallism. Towards the end of the 19th century, 
two international conferences were convened with a view to the 
adoption of bimetallism. But both of them failed. “Great Britain 
at no time was willing to accede. . . .without Great Britain, Germany 
would not come in; without at least one of those countries, the 
United States would not. Whatever the abstract possibilities of 
united bimetallism, the project never had a working prospect of 
realization.”+ 


There are also other difficulties of bimetallism. It would 
introduce great confusion in all business transactions. If one of 
the metals is undervalued in the market, 

Y debtors will want to pay in that metal, while 

RN ansia creditors will of course want payment in the 
monetary standard. overvalued metal As a result, all transac- 
tions will become uncertain and confused. 

Moreover, though ultimately the mint and market ratios would 
come together, yet there might be intervals when the two ratios 
will not be equal. Speculators will then hold the undervalued 
metal in the hope of profiting from the later rise in its price. 
Thus there would be constant speculation in the bullion market. 
The fact is that whether under gold or silver, the monetary 
standard would have to be managed by central banks so that its 
value might be stable. We have enough trouble in linking our 
fate to one metal. It is no use complicating the mechanism and 
increasing the troubles of management by tying us to two metals. 


GOLD STANDARD 


The essence of gold standard is that the currency authority 
‘should be ready to buy and sell gold at fixed prices in terms of 
local currency and there is to be no restriction on the export and 
import of gold. So long as this is done the value of the local 
currency cannot deviate from that of gold. Other features of 
gold standard might be different in different countries, 


PEN STS) 
1Taussig. Principles, Vol. I, 3rd Edition pp. 282.3. 
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The pre-1914 gold standard was based on the free coinage 
of gold. Its normal features were the following :—(a) The 
eee el standard money was defined as a fixed weight 
Hae gold san di. ae of gold, and this gold coin circulated as full 

legal tender. Thus the sovereign contained 
123.2744 grains of gold (eleven-twelfth fine) ; Franc, 497,806 grains 
(nine-tenth fine). All other forms of circulating media, viz., notes, 
etc., were freely convertible into gold coins. The result was that 
the total quantity of coins was dependent on the quantity of gold 
available in the country. (b) The currency authority was, by law, 
required to buy and sell gold at fixed prices for minting into coins. 
The buying and selling prices may be slightly different. For 
example, the buying price of one standard ounce of gold in terms 
of sterling was £3. 17s. 9d., and the selling price £3. 17s. 102d. 
The result was that price of gold bullion could not depart from 
these figures. (c) There was free export and import of gold. The 
result was a tendency towards equality in the price of gold in all 
countries. If the price was higher in one country than in another, 
gold came to be imported into the first country. Prices rose in 
that country owing to the increase in the supply of gold, while 
they fell in the second country owing to the export of gold. There 
was, therefore, a tendency towards an equalization of prices in 
different countries through gold movements. 


Some important changes were brought about in the mechanism 

of the gold standard after 1924. First, gold coins were withdrawn 
from circulation in all countries. Monetary 

Changes in gold authorities were placed under obligation to 
o S AE convert the local currency, not into gold. coins, 
but into gold bullion. This standard is known 

as gold bullion standard. It secured a great economy in the use 
of gold. Secondly, the Central Bank in many countries began to 
hold part or whole of their reserve against notes and deposits 
in the form of bills, drafts and deposits in a foreign centre. This 
type of standard is known as gold exchange standard, and it was 


supposed to secure greater economies in the use of gold than those 


available under gold bullion standard. 


"VARIETIES OF GOLD STANDARD : So there were three varieti 
gold standard. The first variety which prevailed before 
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came later to be known as gold circulation or gold currency 
standard. Under this system, gold coins con- 
Gold currency taining fixed weights of gold circulated within 
standard. s 
the country. All other forms of currency, viz., 
non-gold metallic coins, paper currency notes, etc., were convertible 
on demand into gold coins at fixed prices. There was also free 
coinage in gold, and export and import of gold were completely free. 


But after the first world war, this type of gold standard was 
given up, and a second type was adopted. This variety is known 
as gold bullion standard. Under it gold coins 
did not circulate within the country. The actual 
currency consisted of paper currency notes and 
token coins, and these were convertible at fixed rates into gold bars 
containing a fixed weight of gold bullion. In England, bank notes 
were convertible into gold bars containing 400 oz. of gold at the 
fixed price of £3. 17s. 10d. per oz. eleven-twelfth fine. India 
adopted it in 1927, when the Controller of Currency was under 
obligation to give in exchange of rupees, gold bars containing 
40 tolas at the price of Rs. 21 7as. 10p. per tola. 

The third type of gold standard is known as gold exchange 
standard. It was evolved before the first world war in India 

and other eastern countries. It became very 
ste te! popular after that war when, owing to their 

poverty, many countries found it difficult to 
adopt the full-fledged gold standard. Under this standard gold 
coins do not circulate within the country. The local currency, 
consisting of bank notes and token coins, was convertible into 
foreign exchange based on gold at a fixed ratio. India, whick 
was on this standard before 1917, maintained a large reserve 
in London, and rupee coins were convertible into sterling (whick 
were gold coins) at the ratio of ls. 4d. per rupee. 


Gold bullion 
standard. 


How THE GOLD STANDARD WORKED: The working of gold 
standard can be illustrated in this way. Let us suppose that 
gold coins are the only media of exchange within the country. 

ry Therefore, given the volume of goods, the 
id dd erue Ad price-level was determined by the amount of 

gold coins in circulation, which were in their 
turn dependent on the supply of gold in the country. In practice 
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there are other media of exchange, like notes and bank deposits. 
Their presence, however, does not alter the fundamental forces at 
work. The volume of note-issue was usually kept in a fixed 
relation to gold reserves, and the volume of bank deposits also 
bore a more or less fixed proportion by law or by custom to the 
reserves of banks—though the relationship was not as exact as in 
‘the case of note-issue. Therefore the total volume of currency in a 
'country was connected in a more or less rigid relationship to gold 
reserves. When gold was imported into the country, the volume 
‘of currency increased and prices rose, and vice versa when gold 
was exported. The connection between gold 
Influence of gold movements and price-levels was not, however, 
movements, 1 f à ; 
as automatic as was assumed in these lines. Tt 
was modified by the credit policy of banks, particularly of the 
‘Central Banks and their bank-rate policy. When the bank-rate 
‘was higher, borrowing was checked and prices fell. Conversely, 
when the bank-rate was lower, prices rose. In practice, Central 
‘Banks in pre-war days changed their bank-rates in accordance with 
changes in their gold reserves. When gold reserves dwindled 
owing to the export of gold, the bank-rate was put up. Prices fell. 
Similarly in the country gained gold, the bank-rate was lowered, 
and prices went up. In this inter-connection between gold move: 
ments and pricelevels lay the socalled automaticity of the 


:standard.? 


Externally, countries adopting gold standard possessed stable 
rates of exchange determined by the gold contents of coins, When, 
owing to an adverse balance of trade, the actual rate deviated from 
this par of exchange by more than the cost of sending gold, it would 
be exported from that country, and its price-level would fall. Since 
everybody prefers to buy where prices are low, its exports will 
increase ; and to sell where prices are high, its imports will decrease. 
The balance of trade will improve and the rate of exchange will 


move towards par. 


This is an outline of the way in which gold standard worked 
under the simplest condition. It has been claimed by many writers 


——— 5 * 
2Dr. Mlynarski, The Functioning of the Gold Standard, p. 15. 
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that gold standard was automatic in operation, and that there 
was scarcely any element of management in the working of the 
gold standard. But ihis is a misreading of 
How far gold stan- the actual working of gold standard. There 
dard is automatic 
oree e was actually a large degree of management even: 
during the period before the first world war. 
There was no automatic relationship between the volume of bank 
deposits and gold reserves. Movements of gold between different 
countries were modified to some extent by the actions of the Central 
Bank. In fact, it is now admitted that much of the success of the 
gold standard before that war was due to the predominant position 
occupied by London in the world's money market, and the prudent 
utilisation of its position by the Bank of England. 


The degree of management increased considerably between 
the last wars. Increasing use was made of the open market policy 
evolved before the first world war. It was 
Gold standard is a also perceived that attempts should be made to 
managed standard. A $ " 
keep prices stable as far as possible with central 
banking methods. The need for management increased consider- 
ably in the inter-war years. Owing to reductions in the costs of 
gold transport, the difference between two gold points became 
narrower. This made the currency systems more sensitive to 
international disturbances. A slight disturbance in any country, 
or a small change in the rates of interest would then lead to gold 
movements. The existence of a large volume of international short- 
loan funds threatened serious dangers to the stability of economic 
system. The investor on the continent with keen fears of 
inflationism in his mind would not risk his earnings in long-period 
investments. Anything which would excite his distrust would lead 
him to move his funds from one country to another which was 
considered more safe. Hence the constant movement of these 
funds between different centres rendered the task of Central Banks 
very difficult. In their anxiety to protect the domestic money market, 
and to secure reasonable stability, Central Banks began the practice 
of “sterilisine” unwanted gold imports by the sale of government 
securities. Exports of gold were not allowed to affect prices 
as these were “offset” by the purchase of securities in the open 
market. Gold movements thus ceased to exercise any influence on 
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the pricelevel. And the gold standard became a fully managed 
standard, 

It is necessary at this stage to discuss what came later to be 
known as ‘the rules of the gold standard game’. There are two 
fundamental rules which are supposed to be 
followed to make gold standard successful. 
The first is that gold movements should be 
allowed to exercise their full influence on prices. When gold 
comes in, credit should be expanded. When gold goes out, there 
should be a contraction of credit in that country. Secondly, the 
financial and commercial policies of each country should be so 
devised as to make possible proper adjustments of balances of 
payments and the real transfer of net payments. Creditor countries 
should be prepared to allow an excess of imports over exports and 
should not take such steps, either by tariffs or other methods, to 
cut down the volume of imports through which debtors would be 
paying their debts. 

BREAK-DOWN OF THE GOLD STANDARD: None of these rules 
were observed in the working of gold standard in the inter-war 
years. Almost all countries violated the first rule. Gold movements 
were not allowed to exercise their natural influence on prices. 
England which was continually losing gold during this period, 
took steps to offset effects of these movements on the domestic 
price-level through the purchase of securities. The U.S.A. which: 
was receiving large imports of gold, sterilised these imports with aœ 
view to keeping prices stable. The second rule was violated by three 
most important countries, England, France and the U.S.A. It is 
admitted on all hands that when England returned to gold at its 
old parity, there was considerable over-valuation of sterling in 
relation to dollar by about 10 per cent. Though the rate of 
exchange was fixed at a high figure, wages and other money costs 
had not fallen in that country to a sufficient degree. It was neces- 
sary, therefore, that England should take steps to lower her wages 
and other costs. But that adjustment was never made. pul 
economic system. proved too rigid, and the authorities had not the 
courage to force down wages. The result Was that her dita 
could not complete in the world markets in view of her hig ii 
There was, therefore, a constant tendency towards unfavourable 
ade and towards gold exports. Gold | standard: 


Rules of gold 
standard game. 


balance of tr 
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‘presupposes a flexible economic system, where prices should move in 
accordance with gold movements. No wonder that with inelastic 
prices, and costs, England was the first country to give up gold 
standard. 


France had on the other hand, undervalued her currency 
when she returned to gold. As a result, she developed a large 
foreign surplus. This surplus ought to have been invested abroad 
if equilibrium was to be maintained. But the French investor 
was not willing to lend his money abroad. Only a part of the 
foreign balance was lent abroad in the form of short-term deposits, 
and the remaining portion was brought into France in the form 
of gold. France absorbed large quantities of gold during this 
period. But these imports were not allowed to raise the price-level. 
The U.S.A. emerged as the credit country after the first world 
war. A creditor country must be ready to receive her payments 
in the form of imports of goods. But America became violently 
protectionist during this period and shut out imports by a high 
tariff wall. Debtors were, therefore, forced to send gold. But these 
gold imports were not allowed to exercise their influence on prices. 


These were two most important reasons for the break-down 
of gold standard after 1931. A world which has not learnt to 
observe the rules of the gold standard game should not expect a 
smooth functioning of that standard. There were also other 
equally important reasons. The maintenance of gold standard 
became a highly complicated task during this period. The 
shortening of gold points made the currency system of each country 
extremely sensitive to every passing wind which blew in the 
jnternational money market. And at the same time the number 
of storms and stresses increased considerably during this period. 
The constant movements of large volumes of international short-term 
funds (justly called “bad money”) between different countries 
brought excessive strain on the delicate machinery of gold standard. 
Tn fact, the immediate occasion for the break-down of gold standard 
in England in 1931 was caused by such a withdrawal of short-term 
funds as a result of an international banking panic. In addition to 
these a number of changes occurred in the economic system of 
‘the world which were not favourable to the smooth functioning of 
:gold standard. The war left a legacy of debts and reparations. 


a 
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The payments of these threw a great strain on the mechanism of 
international trade and exchange. Debtor countries began to lose 
gold and so adopted restrictive measures in self-defence. Not only 
were economic difficulties serious but the political tension and the 
uncertainty resulting from the forced payment of reparations 
rendered the smooth working of the economic system an impossible 
task. Another important cause has been the development of an 
acute protectionist feeling in almost all countries. The erection 
of high tariff walls made the payment of war debts and reparations 
impossible. 

The cumulative result of all these causes was the break-down 
of the gold standard in all countries of the world. An international 
standard cannot be worked successfully in a mad nationalist world. 


MERITS AND. DEMERITS OF GOLD STANDARD: The main 
advantage of gold standard is that it provides a country with a 
currency which is universally acceptable, Gold 
M E to standard is the only international standard the 
$ world has ever known. Other benefits have 
also been claimed for gold. By ensuring that the local currency 
should be convertible into gold it puts a limit to the amount of 
money that the authorities can issue. They cannot issue more 
paper currency notes unless gold reserves kept against these notes 
also increase. For all countries of the world, the total amount of 
money that can be issued by them depends on the total amount 
of gold produced from the mines. Hence so long as a country 
is solidly linked with gold, there is no chance of an excessive issue 
of paper currency. In this sense, gold standard was regarded as 
“fool-proof” or “knave-proof.” It was also claimed that it provided 
an automatic monetary system. In the past, when a country has 
been divorced from gold, the result was a mismanaged system that 
seriously disturbed its economic life. 
Thirdly, it secures comparative stability of prices. Unlike 
other commodities, output of gold, on which depends the whole 
of the circulating media, is not subject to 
It secures relative seasonal or other short-period fluctuations. 
ey ne Had wheat been adopted as the standard, a 
poor harvest in one year would have seriously diminished the 
reserves of banks, and the price-level would then have become 


23 
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dislocated. But on account of its extreme durability, the 
existing supply of gold is so large that its annual output is but a 
small fraction of total output and its supply is, therefore, relativel y 
more stable than that of any other commodity. Gold prices, it 
is claimed, enjoy a greater degree of stability as compared to other 
rival commodities, 

Another important advantage is that gold standard secures the 
stability of foreign exchange rates. The great merit of this stability 
becomes at once apparent when we see how its 
absence, owing to the break-down of the gold 

; standard, has checked the development of 
international trade in recent times. This stability of exchange rates 
also secured a certain harmony in the movements in pricelevels of 
different countries. 


Stable exchange 
rates, 


A close examinaton of these merits will show that many of 
them are of doubtful validity. We have already seen that gold 
standard is not an automatic standard. The 
Central Bank has to manage the monetary 
system to remain on gold standard. And to 
remain on gold standard is not always a simple or easy task as 
France found during 1934-36. The severity of the trade depression 
which set in after 1929 was due to a large extent to the attempt 
made by different countries to stay on the gold standard. A fool- 
proof standard may, therefore, be a foolish standard. Gold 
standard does not serve as an effective guarantee against inflation. 
It ties down the value of the currency to that of gold. If the value 
of gold falls as a result of a large output of gold, prices will rise. 


Secondly, the gold standard did not establish stability of 
prices either over time or over space. If, year after year, the 
output of gold continues to increase or decrease, 

eRe s prices will rise or fall over a long period. In 
price over space fact, such has been the experience of the world 
ae throughout the nineteenth century. Between 
1849 and 1874, prices rose because new mines in Australia and 
California increased the supply of gold. Between 1874, and 1896, 
Price fell because of the decrease in the production of gold. 
Similarly, internal prices in different countries, though inter- 
connected with each other through gold movements, showed 


lt does not check 


inflation, 


THE MONETARY SYSTEMS 355 


considerable ups and downs according to the conditions of trade 
and finance. 


The future course of price would have been highly uncertain 
had we remained on the gold standard. Prices would most likely 
be upset by "the discovery of new mines or processes of mining, 
by a decision on the part of some states to achieve gold standard, 
or some other states to abandon it, by a sloughing off of the here- 
ditary taboos of the Indian ryot, or the London banker.” 


Another disadvantage of gold standard is that it limits the 
discretion of monetary authorities. Gold standard requires that 
countries owing allegiance to it must move in 
unision. So a country which adopts gold 
standard has to surrender its authority in 
monetary matters, and to move in step with other countries. It 
has to follow average policy, or the average rate of contraction 
or expansion. But this may often go against its interests. 
Adherence to gold standard may make it impossible for a country 
to pursue a policy of capital expansion in order to achieve full 
employment after a depression. 


{t limits national 
autonomy. 


MANAGED MONEY: The expression refers to that monetary 
standard where the value of money is managed by the Central 
Bank according to a particular plan. In the sense, all monetary 
systems are now managed. The term, is however, generally used 
to mean that monetary system where inconvertible paper money 
circulates, and where the currency system is managed by the Central 
Bank in accordance with a plan of monetary stability. Advocates 
of this standard claim that it will avoid all the defects of the gold 
standard. The Central Bank can control the movements of prices, 
untrammelled by any necessity of keeping sufficient gold reserves. 
Tt will be able to keep prices stable if that is considered desirable. 
This system will also ensure sufficient freedom for each country 
to manage its own affairs in its way, unhampered by the necessity 
of moving in unison with others. It thus enables a country to 
enjoy the blessings of autonomy in monetary affairs. 

FUTURE OF THE GOLD STANDARD : The working of the gold 
standard presupposes a flexible economic system. But since 


7 Robertson. Money. 
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economic systems have. become rigid, it will again be impossible 
to work ihe gold standard satisfactorily. If we could raise or 
lower our wage-rates as we could do with tariff-rates, or prices, 
we could, of course, go back to gold. But that is not possible. 
Moreover, in view of the fact that the world's output of gold is 
diminishing, gold prices may fall and bring about depression. It 
is better, therefore, to remain on paper standard and try to keep 
internal prices stable. 


Whatever the relative merits and demerits of this standard, 
the classical gold standard will never return. A full employment 
‘economy cannot be worked and maintained on the basis of gold 
standard. The basic idea behind all plans for full employment is 
the necessity for undertaking expansionist measures for the purpose 
of driving out unemployment. But as Mrs. Robinson has pointed 
out gold standard has an “inherent bias towards deflation.” A 
country losing gold must contract credit in order to maintain 
equilibrium in its balance of payments. But a country getting gold 
is under no necessity to expand credit, and will not usually do so. 
The result on balance will be further deflation in the gold-losing 
country, leading to much unemployment. Hence no country is 
now willing to go back to the gold standard, 


But it does not mean that gold has lost its function altogether. 
America as the holder of the largest quantity of gold and the 
British Commonwealth as one of the largest producers of gold have 
an equal interest in the maintenance of gold prices. As a result, 
a compromise has been embodied in the proposals incorporated 
in the International Monetary Fund agreement. Gold now remains as 
the basis for the settlement of international balances and exchange 
rates have been fixed on the basis of gold. But these exchange 
rates can be varied within certain well.defined limits.’ 


te» are International Currency Proposals,” Economic Journal, 1943, 


5 See Chapter XLVII. 
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What is credit?  Etymologically the word ‘credit’ means 
‘giving in trust’ or ‘trusting’. A credit exchange is best understood 
by considering what is a cash transaction. In 

soy ln credit cash transaction, goods are sold and cash is 
: paid at once. Whereas in a credit transaction, 

goods are sold, not against cash, but against the promise to pay 
cash at a later date. Since in a credit transaction, cash payment 
is to be made at some future date, it involves trust on the part of 
the person giving credit. The basis of credit is confidence. The 
lender must have confidence in the borrower that he will be 
able to repay as promised, and that he has the intention to repay. 


Credit exchange possesses certain superiority over money 
exchanges. The introduction of money remedied many defects 
inherent in the barter system. But there are 
haare d uti certain difficulties in the system of money 
i exchange. We are all willing to accept cash ; 
but if we have sold fifty thousand rupees worth of goods, we 
would not be willing to accept actual cash in exchange. Such a 
huge sum of rupees would be very inconvenient, and the danger of 
guarding it would be very acute. Moreover, if we have bought 
goods worth many thousands at a great distance, consider the 
expense and the danger of transporting and delivering so much 
cash to sellers. These difficulties are obviated by the use of 
credit. 

From the standpoint of the ultimate use of credit, it may be 
classified into consumption credit or production credit. The 
borrowed credit may be consumed at once. In that case, it is 
known as consumption or consumer's credit. Many shopkeepers 
grant credit to their customers who are unable to pay cash. The 
system of hire purchase or instalment buying is also an instance of 
such type of credit. Credit may be so invested. as to yield a surplus 
over and above what is required to be paid by the borrower. 
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Credit then performs the function of capital and may be considered 
to be an equivalent to an increase of capital This type of credit 
is known as production credit. 


Credit has further been classified into commercial credit and 
bank credit. The former refers to that type of credit which is 
used in financing the manufacture and marketing of goods. A 
wholesale dealer may agree to sell goods to a retailer on the under- 
standing that the latter will pay his dues within three months. 
That is, he has granted commercial credit to the retailer. Hundis, 
bills of exchange are good instances of instruments of commercial 
credit. The essence of bank credit may be found in the answer 
to the question ‘where do banks get the money they lend ?? A bank 
with a cash reserve of Rs. 10,000 is able to lend at least 5 to 6 times 
(if not more) that amount. This is possible because depositors and 
the public have confidence in the Bank’s solvency. The bank, 


therefore, lends credit. Bank notes are good instances of such 
credit, 


TYPES OF CREDIT INSTRUMENT : There are various types of 
credit instruments in vogue in a modern community. These may 
be (a) cheques, (b) bank notes, (c) government notes, (d) bills 


of exchange, (e) promissory notes, (f) banker's draft, (z) book- 
credit, etc. 


of noteissue. (c) Government notes are similar to bank notes, 
except that they are universal legal tender. So long as Government 
notes are convertible, they are regarded as good as standard money 
or gold. They are based on the confidence of the public in the 


N 
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Government that it is able to convert them into standard money 
as soon as presented, (d) A bill of exchange is an order made 
by a seller of goods upon the purchaser of goods to pay the stated 
amount of money after a definite period of time. The bill of 
exchange differs from a cheque only in this that cheques are 
payable on demand while bills are to be paid after a stated period, 
*A cheque is a bill of exchange payable on demand? (e) A pro- 
missory note is a note featuring a promise of the borrower to the 
lender, perhaps supported by the guarantee of some third person 
in whom the lender has confidence. Most often the lender 
or the bank deducts the stipulated amount of interest from the 
sum and then advances the remaining amount to the borrower. 
(f) A banker’s draft is a cheque drawn by one bank upon another 
or by one branch or head office of a bank upon its branch at 
another place. It is paid by the branch on which it is drawn. 
(g) Book-credit is effected when a tradesman sells on credit or 
a bank advances money, the sale or advance being entered in the 
account books of the tradesman or of the banker. These book- 
entries are legally recognised as evidences of credit even when they 
are not endorsed by debtors. These book-credits are granted on a 
large scale by businessmen to each other and occasionally set-offs 
are made, the balance being paid in cash. This practice of set-off 
reaches its high water mark in the system of clearing houses for 
banks. There are other types of credit instruments, such as bonds 
and debentures of joint stock companies which are all negotiable 
instruments and find ready market whenever needed. 


NEY : Paper money consists of bank notes and 
tes which have general circulation. Tt does not 
include cheques or bills of exchange which have merely a limited 
circulation. It is generally issued by Central Banks, but in some 


countries paper money is issued by the Government. 
y be either convertible or inconvertible. 


ma 

ER — money is redeemable into standard metallic 

money or bullion on demand. It has been found that only a small 
-on of the outstanding notes is presented for redemption at 

oru time ; hence only a small proportion of the actual 


amount of notes issued is kept by the note-issuing authority im 


PAPER MO 
government no 
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cash or standard money as necessary. Another kind of convertible 
paper money may be simply a certificate of deposit, where metallic 
Teserves are exactly equal to the nominal value of the nates issued, 
An example of such certificates of deposit is the gold and silver 
certificates of the United States, 


Inconvertible paper money consists of notes for which standard 
metallic money or bullion cannot be obtained on demand from 
the issuing authority. Inconvertible paper money is generally 
issued by governments. They may also be issued by Central Banks 
in times of emergency by the suspension of the Act under which 
they are legally obliged to convert their notes into full-bodied 
money. Inconvertible paper money is called fiat money, because 
its use and value depend on the command of the government. It 
has circulation only because the public believe that the government 
will be able to maintain its value. 


PRINCIPLES OF NOTE-ISSUE: As regards the principles on 
which note-issue should be based, there are two different schools 
of view :—the currency School and the banking 
Sean School. Before the Bank Charter Act of 1844 
i had been passed in England, two schools had 
sprung up regarding the true principles of note-issue. The 
exponents of the Currency School held that notes are issued only 
to provide an economical substitute for gold coins; but in order 
to ensure full convertibility of these notes, gold should be kept by 
the note-issuing authority to the full value of notes issued. If a 
full backing of gold for the notes issued is lacking, it may not be 
possible to convert them at times, and people may lose confidence 
in such notes. According to this School, note-issue should be 
limited to the amount of gold held by the issuing authority and the 
quantity of note-issue will automatically expand or contract with 
the inflow and outflow of gold into and out of the country. Thus 
the expansion of currency will be automatic and will not be 
dependent on the whims of issuing authorities, This theory mis- 
understood the role of credit. Credit is a good substitute for 
metallic currency, and with its help the total monetary circulation: 
of the country can be expanded whenever required. One merit of 
a good currency system is its elasticity, and that cannot be ensued 
if the currency principle is followed in the issue of notes, 


palate abel 
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The exponents of the Banking School, on the other hand; 
maintained that from experience it was found that only a certain: 
proportion of the actual notes issued need be: 
Banking principle. kept covered by the issuing authorities in gold. 
coins, If there is an excessive issue of notes, 
they will be returned to the bank for encashment, and if an adequate 
reserve is kept full convertibility will be ensured. Further, such 
a principle would introduce great elasticity in the system of note- 
issue. The total monetary circulation can be expanded or con- 
tracted according to the needs of trade, which can be best gauged) 
by bankers and expert financiers. 


Though the currency principle was accepted in the Bank 
Charter Act of 1844, subsequent history revealed the wisdom. of 
the banking principle. The vast expansion of England during the: 
latter half of the 19th century was possible only because of the- 
adoption of the device of cheque system—the adoption of which. 
nullified to some extent the mischief done by the acceptance of 
the currency principle in the Bank Charter Act. But we should 
remember that exponents of the currency principle of note-issue 
were warned by the history of many joint-stock banks during the- 
earlier half of the nineteenth century, when many banks came to 
grief as a result of an over-issue of notes without keeping sufficient 


reserves. 

SysrEMs OF NOTE-ISSUE: In accordance with the currency 
principle, various limitations have been. placed on the right of 
note-issue. In this section, we shall review these limitations. 


(1) Fixed Fiduciary System. Under this system, the Central’ 
Bank is allowed to issue a fixed amount of notes without keeping: 
any gold reserve. This portion is called fidu- 

Defects of the ciary issue and it is backed by government 
Ms debts or securities. Notes issued above this. 


in gold. This 
t be backed by 100 per cent reserve in gold. : 
ME in England, where, under the Bank Charter Act of 


d to issue notes up to 

1 the Bank of England was allowec d ; : 
on Tion without gold backing. This limit was raised to 
3 £300 million in 1939. The object of 


illion in 1928 and to 
eee to provide adequate reserves for securing the con- 
vertibilty of notes. But this has made the currency system inelastio:. 
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‘Currency could be expanded, not in response to trade requirements, 
but only when gold reserves are increased. In times of crisis or 
panic, when there is an urgent need for the expansion of note-issue 
to meet the demands of the panic-stricken people, provisions of the 
Act had to be suspended so as to give the Bank unlimited powers 
of note-issue. Further, it locks away a vast amount of gold 
unnecessarily. Owing to these reasons, the Macmillan Committee 
"urged the abolition of this system. 


(2) Maximum Fiduciary System. Under this system, a 
maximum amount is fixed upto which the Bank can issue notes 
without any gold reserve, and this maximum is generally well above 
the average annual circulation of notes. This maximum is raised 
from time to time, as business expands and the need for 
‘currency increases. This system was prevalent in France before 
1928, and it was recommended by the Macmillan Committee for 
adoption in England. The great merit of this system is that it 
‘does not lock away gold unnecessarily and leaves the question of 
gold reserves absolutely to the discretion of the Bank, 


(3) Proportional Reserve System. Under this system the 
Central Bank is required to keep a certain percentage, generally 
varying from 25 to 40 per cent of gold reserve 
against the note-issue. This system became 
fashionable after the first war and France 
adopted it in 1928. The system was recommended for India by 
the Hilton-Young Commission, and it was incorporated in the 
original Reserve Bank Act. The only merit of this system is its 
‘elasticity. Against one gold coin in the reserve, three notes can 
‘be issued if the ratio prescribed is one to three. But any con- 
traction of currency would also be violent. When one gold coin is 
withdrawn from the reserve, three notes have to be cancelled. 
‘Whereas under the other system only one note has to be cancelled. 
Moreover, the system locks away unnecessarily a huge amount of 
gold which is unavailable for purposes of conversion. Let us 
‘suppose that the Bank keeps just one-third reserve in gold and 
then one note is presented for conversion. If one gold coin is 
paid, the total reserve would then be less than the legal proportion 
required. Therefore the Bank cannot, then, convert its notes 
without breaking the law. The system is similar to the regulation 


Defects of the 
system. 


t 
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that there must always be one cab at the station so that passengers 


could always be sure of getting one. If there is only one cab and 


a passenger alights, that cab cannot leave the stand and the 
passenger's position would be the same if there were no cab at all. 
The system is thus clearly indefensible. 


(4) The fourth method is a variant of the third. The Central 
‘Bank is allowed to hold part of its reserves in “foreign exchange” 
(devisen), including foreign currency, deposits in foreign banks, 
bills, etc. The foreign currency must of course be on gold standard. 
Thus the Reserve Bank of India can keep part of its reserves in 
sterling bills. This method is adopted to secure an economy of 
gold. So far as this is a variation of the third system the objections 
stated therein are valid against it. Occasions may arise, in times 
of panic, for the issue of emergency notes, In England, when a 


crisis occurred requiring the issue of a large amount of notes, the 


Bank Act was suspended and the Bank of England was empowered 
to issue as many notes as were necessary to restore confidence. 
In Germany, where the third and the fourth methods prevailed, the 
reserves of the Reichbank were allowed to fall'below the legal 
ratio provided that a tax on the deficit was paid. 


THE RIGHT PRINCIPLE OF REGULATION ; The question can be 


«divided into two parts. The first is concerned with the question 


whether there should be any legal provisions 


ex s tying the amount of note-issue with the amount 
reserves and the of metallic reserves. And a second question is, 
Hopedale the right amount of metallic reserves that a 


Central Bank should keep to meet its obligations. Regarding the 
first question, it is best not to fetter the discretion of a Central 
Bank in any way with regard to the note-issue. Now that gold 
coins have been withdrawn from circulation, notes will be presented 
for conversion into gold bullion, mainly for export purposes—to 
meet an adverse balance of payments. Hence it is desirable that 
reserve should not bear any relation to the volume of note-issue. 
"When it is thought unnecessary to limit by law the discretion of 
4he Central Bank with regard to the volume of credit, what logic 


3s there in rigidly limiting the issue of notes ? It is also desirable 


3n the interest of price-stability to give the Bank full discretion with 


regard to the management of its gold reserve and not to tie it 
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in any way with the noteissue. When we are laying upon the 
Central Bank the highly important duty of regulating the volume 
of credit and the price-level, why should we not trust in its capacity 
to maintain adequate reserves against note-issue ? The right 
principle, is therefore, to lay down that the amount of gold 
reserve should bear no relation to the volume of noteissue. But 
to provide against the ultimate danger of over-issue, it might be 
useful, following the French system hefore 1928, to fix the maximum 
amount of notes that can be issued by the Central Bank without 
keeping any gold reserve. This maximum should be well above 
the average amount of note circulation, and should be revised from 
time to time. Moreover, it might be necessary to decree that the 
Bank should keep a minimum amount of gold reserve, partly in 
order to inspire public confidence and partly as an ultimate reserve 
to be used only on grave national occasions. Excepting these two. 
limitations, the Central Bank’s discretion with regard to the keeping. 
of gold reserves against the issue of notes should be free. The 
central bank should usually have full freedom to issue paper 
currency notes, 


FUNCTIONS OF GOLD RESERVES IN A MONETARY SYSTEM: Formerly 
gold reserves were kept for the purpose of converting paper 
currency notes into gold coins. But since gold coins have been. 
withdrawn from circulation, there is no necessity for keeping any 
gold reserves for the purpose. The existence of gold reserves, 
is now seen to be necessary only as a medium of exchange in. 
international payments. The amount of gold reserves should, 
therefore, depend, not on the amount of note-issue, but on the. 
extent of any possible adverse movement in the balance of pay- 
ments. Reserves should be sufficient to enable the Central Bank. 
to meet a short period adverse balance of payments before it is 
able to correct the situation by adopting suitable remedial measures. 
Thus calculated, gold reserves would vary from one country to. 
another. Countries which are international banking centres, or 
Which are heavily indebted, or which depend on a relatively smal} 
number of goods for export purposes would require larger reserves 
than other countries, Thus the volume of gold reserves should 
not be related to that of the note-issue but to the balance of pay- 
ments position of a country, 


Sa —ELERL-GUHAPTER XXXV 
BANKING 


DEFINITION OF BANK: Just as we define money by its 
functions, so the best definition of a bank is in terms of its 
functions. A banker is a dealer in credit :—he borrows from 
the members of the public, and lends to merchants or manufac- 
turers. He borrows by accepting deposits, and lends by way of 
advances against goods or securities or by discounting bills. 
A bank is, therefore, a person or a corporation that deals in credit, 
Że., accepts deposits from the public, withdrawable by cheques, and 
advances loans of various sorts. 


The system of banking is very ancient. It was prevalent in 
‘India, Greece and Rome. It arose out of the logical fact that 
people who possessed surplus coins deposited them for safe-keeping 
with persons in whom they had confidence, to be paid after a 
period of time when they might need them. Holders of these 
surplus coins soon found out that it was profitable to lend the 
money, provided that loans were repaid before the date when 
money would be demanded. Probably bankers, as they really were, 
gave signed papers to their depositors as evidences of the deposit 
money. As people had confidence in the integrity and solvency of 
these people, these signed papers would pass from hand to hand 
in settlement of transactions. Seldom many of these would 
be presented for repayment to bankers. ‘These papers were the 
origin of notes. And as people had confidence in the credit of the 
bankers, only a small proportion of notes would be presented for 
encashment during a period. The latter were able to lend out the 
major portion of their deposits with safety, thus earning a decent 
profit with other people’s money. As the business of lending 
‘became more and more profitable, bankers began to offer interest 
-on the money deposited with them, at a rate lower than that 
obtained on loans—the difference constituting their profit. T 


366 AN INTRODUCTION TO ECONOMIC THEORY 


course of time cheques were adopted, and this imparted a great 
elasticity to the system. 


Thus came into existence the system of what is known variously 
as deposit or commercial banking. It should be noted that when 
using the term ‘bank’, we shall refer to commercial banks, i.e., 
banks which deal only in short-period credit. "There are also other 
types of banks, such as Savings Bank, Investment Banks, etc. 


FUNCTIONS OF BANKS: A commercial bank is a dealer in 
short-term credit, It collects the surplus balances of individuals 
and finances the temporary needs of commercial 
(a) It collects the and industrial firms. One of the main func- 
edd pirate tions of a bank is, therefore, the collection 
of the savings of the public. This the bank 
does by accepting deposits from its customers. Deposits arise in 
two ways :—First, members of the public bring legal tender money 
to the bank which then credits them with a deposit account in its 
book, withdrawable by cheque. Or, deposits may be created by 
the bank itself by giving loans to its customers. The borrower is 
then credited with a deposit account which he can use as needed, 


Its second principal function is to give loans. This the bank 
does by discounting bills of exchange, advancing loans against 
goods or other securities, by way of overdraft, 
(b) It gives loans tg, Every banker knows that though deposits 
and advances. t; 
may be demanded back at any time, only a 
small part of the total is likely to be withdrawn at any time. 
Experience teaches him what margin should be kept to meet these 
demands. The rest he can obviously employ in giving loans and 
advances to merchants and manufacturers. These loans may be 
made against security ; the security may be gold, or stock and 
shares, or goods either in course of manufacture or in course of 
movement from one place to another. Or, they may be given with- 
out any tangible security, on the promissory note of a customer in 
Whose solvency the bank has confidence, 


A third function is to provide an inexpensive medium of 
exchange—a note or a cheque. Notes grew out of the receipts 
of bankers for money deposited with them. These notes passed 


BANKING 367 


Írom hand to hand, and were generally preferred because they 
were easily carried and were more convenient and safe. In recent 
(c) It issues notes £368, the issue of notes has become the privi- 
a cler other lege of a single bank—the Central Bank. In 
media of exchange. the more advanced countries, they have been 
replaced by cheques. The issue and the encashment of cheques 
are similar to those of notes. 


In addition to these, a bank performs a variety of other 
functions. These functions are of three types :—financing of 
j foreign trade, agency services and general 
40) Venon other utility services. Banks finance the foreign: 
trade of the country by accepting or collecting 
bills of exchange drawn by customers, and by transacting other 
foreign exchange business. Secondly, they act as the agent of 
their customers in collecting and paying cheques, bills, dividends,. 
subscriptions, and insurance premia, etc. They also sell and pur- 
chase shares and securities for their customers through the stock 
brokers. Lastly, they perform miscellaneous services for the benefit 
of their customers. They act as custodians of the valuables of 
these customers, and take care of the marketable securities, bonds, 
deeds of property, etc., of valuable boxes and parcel; collect 
interest and dividends ; act as a trustee or an executor of wills, 
or an administrator of family trusts ; are used as a business address: 
by its customers ; and issue various forms of credit instrument, 
e.g., letter of credit, travellers cheques etc. which, being easily 
negotiable, are of considerable help to the customers. 


These are the technical functions of banks. Another way of 
e thing is that the chief function of modern banks is 
A bank is a big substitution 
deposits from the public and 


looking at th 
to supply liquidity to the economy. 
centre for liquidity, which takes in D 
supplies liquidity or cash to the economic system. 

BALANCE-SHEET OF A BANK : Another way of analysing the- 
functions of a bank is to study its balance-sheet. ‘Therein the 


liabilities and the assets of a bank are set out. A typical balance- 


sheet is like this. 
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Liabilities. Assets. 


Paid-up Capital s ow Cash and balances with the Central 
Bank, 
Balances with and cheques in course 
of collection on other banks, 


Reserve Fund s ds Money at call and short notice. 
'Current Deposit and other Bills discounted. 
Accounts ES E Investments. 
-Acceptances, ete. for account of Advances to customers. 
customers iÑ vs Liabilities of customers for acceptances, 
etc. 
Premises. 


On the liabilities’ side paid-up capital denotes the capital of 
the bank, and the reserve fund is the accumulated resources 
intended for contingencies. These two represent the bank's liability 
to shareholders. Deposits are of two kinds, current or demand 
deposits, and fixed or time deposits. Current account deposits 
are those deposits which are withdrawable on demand by cheques ; 
they are called ‘demand’ deposits in America. Fixed deposits are 
those deposits that can be withdrawn only after giving notice to 
the bank for a week or month or more. In America, such deposits 
are called ‘time’ deposits. The usual practice is not to give any 
interest on current accounts, while fixed deposits earn some interest. 
In India, interest is generally allowed on current accounts also, 
‘but customers are required to maintain a minimum balance with 
the bank. The last item is of the nature of what is called “contingent 
liabilities" z.e., they have to be met only in certain conditions. The 
bank may have ‘accepted’ a bill on behalf of its customer ; it 
then becomes liable for payment of the sum mentioned in the bill, 
in case the customer fails to pay. Hence this item is balanced on 
the assets’ side by customers’ liabilities for acceptances. 

The side of assets represents more faithfully the varied nature 
of a bank's functions. The first item represents the cash reserves 
of the bank to meet the demands of customers, and hence its first 
line of defence. This cash reserve is generally a certain proportion 
of the total liabilities of the bank to its depositors and every bank 
knows from its experience what proportion it should aim at 
keeping in reserve, The general rule followed by British banks is 
to keep a reserve of 8 per cent of their deposits. In India, scheduled 
banks were keeping about 6 to 7 per cent of their deposits in this 
form. The second item “balances with and cheques in course of 

*collection, ete.” explains itself. 
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“Money at call and short notice" means loans granted for 
wery short periods. It consists of loans to bill brokers payable 
on call or seven days' notice, and loans to the 
Call loans, stock exchange. These loans are generally 
backed by adequate collateral, i.e., first class 
bills or securities. They represent the bank's ‘second line of 
defence’. The essence of these loans is that they can be recalled 
at very short notice ; such a ‘reservoir of short money’ is essential 
for every bank; at any moment, an exceptional demand may 
be made on its reserves. Whenever the bank faces such an 
exceptional depletion of its reserves, it will at once recall some 
of these loans, or refuse to renew them. But as a rule, in normal 
times, these are renewed. The British banks usually invest about 
* per cent of their deposits in this way. 


Bills of exchange, generally of three months' duration, are 
very good short-term investments. The fact that they will mature 
within a short period makes it unlikely that 
Bills discounted. their value would fall very much ; and where 
there is a good bill market, they can be dis- 
counted at very low rates. A bank will always arrange its bills 
in such a way that a considerable portion of them will mature at a 
time when large withdrawals of cash may be expected. In recent 
times, the importance of commercial bills is declining on account 
of the comparative lack of such bills. Treasury Bills (i.e., 3 months’ 
‘bills issued by the Government) are assuming greater importance in 
the money markets. It should be noted that the amount invested 
by banks in bills tends to vary inversely with their cash position, 
When investment in bills declines, banks try to keep larger cash 
reserves, and vice versa. The British banks generally aim at 
keeping about 30 per cent of their assets in the form of cash 
reserves, call loans and bills. 


Investments" are mostly in government securities and 
al bonds, or in industrial shares, etc. They yield a fixed 
income and bring steady profit to the bank. 
Tnvestments. They act also as a counterpoise to the custo- 
mer’s demand for money. When demand for 

Joans increases, the bank sells its securities and increases its 
advances to customer ; and the converse happens when demand 


municip 


24 
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for loans decreases. But they are considered by orthodox theory 
to be less liquid than bills. In normal times, such securities are 
easily saleable. But in moments of crisis buyers may be few and 
their prices may fall so low that selling would be unprofitable. 
They may thus become ‘frozen’. 


“Advances to Customers” represent a bank’s loans to its 
customers against good security or even without security. They 
are usually granted for short periods, not exceeding six months 
for varied purposes, viz., to help the temporary needs of any 
legitimate business, or as a temporary loan to companies for the 
purpose of obtaining fixed capital before new issues are floated 
and subscribed in the market, etc. These are the most profitable, 
of bank assets as banks charge interest at certain per cent above 
the bank rate with a minimum of five per cent. 


RESERVES : “Successful banking,” it has been said, “depends 
largely on the management of the reserve.” The reserve consists 
of cash and deposits with the central bank which banks keep to 
meet the demand for withdrawals. The reserve must be sufficient 
without being excessive. If it is insufficient, the bank is courting 
insolvency ; if it is excessive, that means idle money and loss to 
the bank. A bank manager, therefore, must strike a nice balance 
between liquidity and cupidity and in this lies the ability of 
management, 


A banker will have to take many factors into account in 
determining the actual amount of reserves. He will have to take 
note of the class of business conducted by clients of his bank. 
If depositors are active businessmen,—mosily industrialists, they 
would withdraw more cash on or before the pay day. If they 
are agriculturists withdrawals will be smaller and fewer, and the 
reserves need also be smaller. Secondly, the amount of reserves 
will also depend on the season of the year. If the crop-moving 
season is near, there will be a drain of cash to the interior to pay 
for the crops ; the reserves would have to be kept larger. Lastly, 
there is always the chance that some irregular or unpredictable 
demands will be made on account of (say) international compli- 
cations. So the banker will have to keep some precautionary 
balances. Tt is no wonder that the problem of keeping the éxact 
amount of reserves will tax the ability of a manager. 
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But in the last resort, the problem of reserves resolves itself 
into the problem of the liquidity of other assets. Loans granted 
by a bank must be, as far as possible, immediately realisable. In 
normal times “call loans” can be immediately turned into cash, 
and hence are counted as “the second line of defence”. Bills and 
government securities are generally considered as good as cash ; 
except in abnormal times, bills can be discounted at reasonable 
rates and government securities sold in the market. In abnormal 
times, when the market is completely disorganised, they are of 
course unsaleable. But then good bills could be rediscounted at 
the central bank and loans could be obtained from the latter against 
these securities. The right position for a bank manager is that 
he should arrange his bill portfolio in such a way that a few bills 
are constantly maturing and that a good many should mature 
before the day on which large withdrawals are likely to be made. 


Do BANKS CREATE CREDIT ?! Deposits of a modern bank are 
created in two ways. In the first place, members of the public 
bring cash to the bank and are credited with a deposit account 
in its books. Deposits in Postal Savings Banks are created in 
th's way. In the second place, when the bank agrees to advance 
loans to a customer, instead of paying cash immediately, it opens 
a deposit account in the name of the customer, who will then be 
allowed to withdraw it as required. Every loan by the bank, 
therefore, creates a corresponding deposit. 


It has been argued by Mr. Hartley Withers that “loans make 
deposit”; and that the initiative in the creation of credit lies with 
the banks. Of course borrowers who now possess a deposit account 
may withdraw’ their deposit in cash to meet their liabilities to 
But these ‘others’ may also be customers of this bank 


others. : AO 

and they will deposit the sum with it, or they 
Loans make de- may be customers of other bank, and will 
posite: deposit their money with them. In any case, 


long as a loan is due, a deposit to that amount will be outstanding 
so 


in the books of some bank or banks. 


Per ANE. oA 
1For an able discussion 
the Trade Cycle, pp. 150-167. 


of this topic, see Hayek—Monetary Theory and 
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To this theory about bank's creating credit, vigorous objections 
have been made by the late Dr. Walter Leaf? and Cannan*. In 
their opinion, the initiative in the creation of credit does not lie 
with bankers, but with the depositors. What happens is that 
depositors do not withdraw the greater proportion of their deposits, 
and so banks are able to advance loans. Loans do not create 
deposits or lead to increase in deposits. Rather it is the unwith- 
drawn deposits that are lent by a bank. In this respect, there is 
no essential distinction between a bank and a cloak-room. Let us 
suppose that there are a hundred guests at an evening party, each 
arriving with identical cloaks, which he deposits with a cloak-room 
attendant. It is known that the party will not break up before 
(say) 10 P.M. In case some guests depart earlier the attendant 
keeps ten cloaks in stock and lends out the rest to be returned 
by 9-30 p.m. Has the attendant, in hiring the cloaks, created 
90 cloaks ? That is clearly absurd and so also is the myth about 
banks creating credit. The banker knows that his depositors will 
withdraw only a small part of their deposits. So he lends these 
unwithdrawn deposits to borrowers. Leaf has further shown, by 
analysing the balance-sheets of the *big five", that during the first 
months of 1926, though the advances of banks had increased 
greatly, the deposits actually decreased. How to explain this 
situation if we adhere to the opinion, ‘loans make deposits’? 


'The implications of this controversy are important from the 
point of view of price-stabilisation. If the banking system 
exercises no control over the volume of credit; if the initiative 
lies with the depositors, then it may be difficult for the banking 
system to control the volume of credit and hence prices. A clear 
analysis is therefore necessary. 


Let us, first of all, assume an isolated community which 
conducts no foreign trade. Let us further suppose that there 
is only one bank in the country, and that everybody keeps an 
account with that bank; further, no cash circulates and all 
transactions are settled by cheques. Under these hypotheses, the 
volume of deposits of the bank will be determined by the volume 


?Leaf. Banking, pp. 101-104, also p. 126. 
3 Cannan. "The difference between a Bank and Cloak Room" in 4n 
Economist’s Protest. 
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of its loans. It will clearly create credit. Now we must remove 
the assumptions one by one, to bring the analysis in touch with 
realities. First, some cash is always used, and the bank is under 
an obligation to convert its cheques into cash. The bank must, 
therefore, keep a certain amount of cash reserves to meet the 
demands of its customers. Secondly, there is not one bank, but 
many banks. Cheques on one bank may be presented through 
other banks for collection. On the other hand, the bank will also 
possess cheques on other banks. Every bank will, therefore, always 
have some cheques in its favour or against it, and it is unlikely 
that the two will exactly balance. The bank must therefore keep 
some reserves to honour the cheques presented by other banks. 
Now the total amount of reserves generally bears a ratio to total 
deposits, and a bank knows by experience the approximate reserves 
that it must keep against its liabilities. When its actual reserves 
are greater than this amount, it will extend more loans; when, 
reserves are lower, it will contract loans. The loan-policy of the 
banking system depends on its aggregate reserves. 
There are thus two limitations on the power of banks to 
create credit. Any particular bank cannot lend more than is 
warranted by the amount of its resources. If 
Limits to the power it does that its reserves will dwindle owing to 
os hes in creat- the fact it will have to pay away more cheques 
E than it receives from other banks. Secondly, 
the creation of credit will be accelerated or retarded in accordance 
with the total reserves of banks as a whole. 


The aggregate reserves of banks will depend on the policy 
of the central bank. If the central bank purchases securities from 
the market, the reserves of banks are increased. When it sells 
securities, reserves are diminished. Thus the policy of the central 
bank determines the total cash reserves of the banking system, and 


the total reserves of the latter will determine their rates of lending. 
Cannan's difficulty lay in the fact that he focussed his attention 
on deposits. Bank do not lend their deposits, they lend their 
credit. And in this process of lending the initiative lies with them. 


There is, however, one important limitation. Lending con- 


4 See next section of this chapter. : 
5 See next chapter for ‘Open Market Policy’. 
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notes two parties—the lender and the borrower. There may arise 
conditions of falling prices and loss of confidence in which it may 
be difficulty to find good borrowers. The bank may, therefore, 
find it impossible to prevent the volume of loans from falling. 
The power of creating credit is, therefore, limited in two ways, first, 
by the propensity of the members of the public to borrow, and 
secondly, by their propensity to keep deposits rather than cash. 


CrLEAnING Houses: “A clearing house is a general organiza- 
tion of the banks of a given place, having for its main purpose 
the offsetting of cross-obligations in the form of cheques.” When 
there are many banks in a country, each, bank will receive a 
number of cheques drawn on other banks, deposited with it for 
collection. A clearing house is an organization where these cheques 
are brought, and the mutual claims of each bank on others are 
offset, and a settlement is made by the payment of the difference. 
Suppose there are two banks, A and B. In course of the day, 
A will have some cheques, drawn on B, sent to it for collection. 
Similarly B will also have some cheques drawn on A. At the end 
of the day, or often, representatives of A and B meet at the clearing 
house, and offset the claims as far as possible. Suppose A has due 
to it Rs. 10,000 from B and will have to pay Rs. 12,000 to B. 
At the clearing house, all these cheques are offset, and A pays the 
balance, i.e., Rs. 2,000 to B, and the account is settled. In practice, 
all banks keep an account with a large bank, generally the central 
bank, and A pays B by giving a cheque for the amount drawn 
on the central bank. Thus a great economy in the use of cash 
is secured, and all clearing transactions are settled by transferring 
balances kept at the central bank from the account of one bank 
to that of another. In this way, huge amounts are settled in one day. 


E 


CHAPTER XXXVI———————————— 
CENTRAL BANKING 


Since the first world war, the most important development 
in the field of monetary theory is the emergence of central banks 
with added prestige and power. ‘The estab- 
aiii of central lishment or the re-organization of central 
banks became one of the essential features of 
every scheme of financial reconstruction undertaken between the 
inter-war years. There is now hardly a civilised country which 
does not possess a central bank. 
CONSTITUTION OF CENTRAL BANKS : The constitution of central 
hanks varies so much in important matters that it is difficult to 
speak of a single type as a standard. There 
The State and are central banks which are owned and 
‘Central Banks. 
managed by the state. On the other hand, 
there are banks which are owned hy private shareholders, or by 
‘commercial banks as in the U.S.A. Most of the central banks 
started between the two wars have been shareholder’s banks, as 
it was then the fashion to stress the independence of the central 
"bank from government control. But in recent times, the strain 
cof the trade depression, the necessities of rearmament expenditure, 
and the spread of socialistic ideas,—all have combined to increase 
the influence of the Government over the management of central 
thanks. There is no central bank which is entirely free from the 
control of the Government. This will be evident if we study the 
«composition of the Board of Directors and of the Governors of 
he more important Banks. The Governor of the Board of Directors 
and Deputy, in whose hands effective power is concentrated, are 
often appointed by the Government. Or, their appointment 18 made 
-subject to the approval of the Government. In the U.S.A., all the 
seven members of the Board of Governors are appointed by the 
President. In France, the Governor and his Deputies are in effect 
‘appointed by the Government. In England, the Governor, the 
Governor and all Directors are now appointed by the 


Deputy 


Government. 
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The appointment to the Board of Directors is also made in 
various ways. In America and England all the Directors of the 
Board are appointed by the Government. Member banks of the 
U.S.A. have only the right to elect some Directors in the twelve 
Reserve Banks. In some countries, the majority of Directors are 
appointed by shareholders. Sometimes, rules have been laid down 
that all or some of the Directors should be chosen from the represen- 
tatives of commercial or agricultural or other interests. In addition, 
it is the usual practice to lay down that the Secretary to the Treasury 
or a high Government official of the Finance Department shall be 
an ex-officio Director keeping watch over the affairs of the Bank 
in the interests of the Government. 


The Government also retains control over other matters. 
For example, the distribution of profit is regulated by the 
Government, the state often taking away a share of the profits 


of the bank, after paying a fixed or a reasonable dividend to 
_ shareholders. 


Functions or CENTRAL Banks: The main function of a 
central bank is to act as the regulator of the machinery of credit 
with a view to securing reasonably stability of prices. It regulates the 
volume of credit and currency, pumping in more money when the 
market is dry of cash, and pumping out money when there is excess 
of credit. Its aim is to secure not only stability of prices, but also 
stability of exchanges, so far as these two aims are compatible 
with each other. It aims at controlling both the short-period or 


cyclical fluctuations and the long-period movements of the price- 
level. 


In order to perform this objective with efficiency, the central 
bank has been entrusted with other functions. These are best 
ver RIAM stated in the words of the late Governor of the 
V OE price Bank of England. “It should have the sole 

right of note-issue. It should be the channel 
and the sole channel for the output and intake of legal tender 
currency. It should be the holder of all Government balances ; 
the holder of all reserves of the other banks and branches of banks 
in the country. It should be the agent, so to speak, through which 
the financial operations at home and abroad of the Government 
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would be performed. It would further be the duty of a central 
bank to effect, so far as it could, suitable contraction and suitable 
expansion, in addition to aiming generally at stability and to 
maintain that stability within as well as without. When necessary 
it would be the ultimate source from which emergency credit might 
be obtained in the form of rediscounting of approved bills, or 
advances on approved short term securities or Government paper."* 


In the first place, therefore, the central bank should possess 

a monopoly of note-issue in order to secure control over currency. 

The aggregate loans of banks usually bear some 

(b) Management fixed relation to their cash reserves. Cash 
of note-issue. 5 i i 

reserves consist entirely of notes and subsidiary 

coins, of which the latter are a minor element. Hence to secure 

control over the volume of credit, the central bank must possess 

the right of note-issue. In addition, subsidiary coins are issued’ 


through the agency of the central bank. 


Secondly, the central bank generally acts as the bank’s bank.. 


All other banks of the country keep, either by law or by custom, 

a certain amount of their balance with the 
(c) to act asa central bank. In the U.S.A., member banks. 
ic er, are required by law to keep a certain percentage, 
—varying from 13 to 3 per cent—of their total liabilities on deposit 
with the Federal Reserve Banks. In England, joint-stock banks 
keep their balances with the Bank of England as a matter of 
custom and convenience. Under the Reserve Bank Act of 1934, 
scheduled banks in India are required to keep a proportion (from 
3 per cent) of their deposit liabilities with the Reserve Bank. 
The central bank is the ultimate holder of the reserves of the- 
banking system and any bank can draw upon this pool to tide over 
temporary needs and difficulties by rediscounting first class bills. 


bank is also the banker of the Government.. 
large sums of money by collecting taxes- 
d up in the Treasury, it will 
This might cause serious- 


Thirdly, the central 
The government receives 
from the public. If this money is locke 
upset the working of the money market. 


1 Evidence before the Royal Commission on Indian Currency and: 


Finance, 1926. 
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disturbance .to the money market. When financial operations of 

the Government are carried through the central 

AER Bau cmd bank, it regulates the receipts and the payments 

j in such a way as not to disturb the money 

market. It, therefore, manages the Government accounts and the 

public debts ; and has the custody of the funds of the Government 
free of interest. 


Fourthiy, when the country is on the gold standard, the 
«management of that standard with a view to securing stability of 
exchange rates is left to the central bank. 
For this purpose, the central bank is generally 
placed under a statutory obligation to buy and 
-sell gold at fixed prices. In some countries, it is also empowered 
to sell gold or at its option, foreign exchange on a gold standard 
«country. Another important function of the central bank in this 
«connection is to assimilate the gold movements. When gold is 
imported, it either initiates an expansion of credit, or sterilises 
gold imports by selling securities in the market. And vice versa 
"when gold is exported. 


(e) Management of 
"he gold standard. 


Fifthly, the central bank is the ultimate lender of last resort. 
‘By rediscounting first class bills, or by taking advances on approved 
short-term securities from the central bank, other banks can 
increase their cash resources at the shortest possible notice. This 
makes their position more liquid. Whenever a crisis or a panic 
‘develops into a run on banks, this facility of turning their assets 
"into cash at a moment's notice is of great advantage to them. It 
is, therefore, the ultimate source from which emergency credit is 
«obtained by the market to meet the temporary needs for additional 
*credit or demands for cash on the part of a panic-stricken people. 


; Lastly, the central bank also performs certain other functions. 
For example, it acts as the clearing house for the settlement of 
-drafts and cheques of commercial banks etc. 


METHODS OF CREDIT CONTROL: The central bank controls the 
"volume of credit in three ways,—by raising or lowering the Bank 
"Rate, by engaging in open market operations, and by varying the 
"reserve ratios of member banks. We shall describe the modus 
«operandi of each policy one by one. 
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INFLUENCE OF BANK RATE: Bank rate is the minimum rate 
at which the central bank will discount first class bills of exchange, 
or will advance loans against approved securities. In some 
countries, it is known as the discount rate. 


Let us assume that, for any reason, a country's balance of 
trade has become adverse. Such an adverse balance would cause 
an export of gold from that country. As the réserves of the 
central bank are thus depleted, it will put up the bank rate. What 
will be the consequences of a higher bank rate ? 

The effect on. foreign. exchanges. The immediate effect will 
be in the foreign exchange market. When the bank rate is higher, 
all other money rates including the rates of interest on deposits 
will in general go up in the money market. The people, especially 
fore'gners, will be able to obtain a higher rate of interest in that 
country than elsewhere. So they will not withdraw any money 
that they are entitled to withdraw from that country, or proceeds 
of any bill they have discounted. Foreigners who have money 
to invest for short-periods will send it to that country. On the 
"whole, there will be a movement of funds into, or a stoppage of 
funds going out of that country. The demand of foreigners for the 
currency of that country will increase, and. hence its value rises 
in terms of foreign currencies. That is, exchange rates will become 
favourable, and gold may even be imported into the country. 
Further, as a result of the higher bank rate, there will be less 
borrowing, and the purchasing power within the country will 
decrease. Some portion of this decreased purchasing power that 
would have been spent on the purchase of imported goods would 

e of imports will decline. 


mo longer be so spent, and so the volum 
"The balance of trade will, therefore, tend to become favourable. 


Effects on prices and costs. Because of the higher cost of 
n the margin of doubt whether 


borrowing, businessmen who are o: 
it is profitable to invest money in business at the old rate of 
deterred from. borrowing when the rate is higher. 


who borrow money repayable over a long period 
factories, docks, buildings, etc., will curtail their 
f the higher rate of interest. The production 
will, therefore, be slowed down, and unemploy- 
the constructional industries. As the spending. 


interest will be 
Moreover, people 
for constructing 
activities because © 
‘of investment goods 
ment will occur in 
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power of the unemployed is decreased, prices will tend to fall. 
Meanwhile, traders and dealers, who are in the habit of keeping 
stocks of goods with borrowed money, will try to reduce their 
stocks now that the cost of borrowing is high and there is an 
expectation of falling prices. They will also curtail their orders 
for goods to producers. The latter, faced with reduced orders, 
will not at first shut down their factories ; for once closed down, 
it might be difficult to start again when business would revive. 
They will, first of all, quote lower prices to dealers. The wholesale 
price-level will therefore, fall. But the cost of production including 
wages has not fallen and producers will be undergoing losses. As 
they cannot go on in this way for a long time, they will be forced 
to curtail their productive activities, and a state of general unemploy- 
ment will ensure. Finally, as a result of the pressure of growing 
unemployment, rates of earnings will fall. Costs will, therefore, 
fall until it becomes profitable again to sell at lower prices. Thus 
the effect of a higher bank rate is, first, to attract a volume of short- 
term funds into the country and to make the rates of exchange 
and the balance of trade favourable; secondly, if it continues for 
a long time, prodution of investment goods will decrease, whole- 
sale prices will fall, unemployment will ensure ; and finally, costs 
and money incomes will be lower. The opposite happens when the 
bank rate is lowered. 


OPEN MARKET OPERATIONS: The term ‘open market pol'ey* 
is used to signify those transactions in which the central bank 
sells or purchases securities on its own initia- 
Modus operandi of tive to control the volume of credit in the 
the open market E 3. 
policy. country. If at any time, the reserves of joint- 
stock banks are ample and they are granting 
large loans which the central bank deems unwise, it will sell govern- 
ment securities in the market. Buyers of these securities pay the 
central bank by giving cheques on other banks. These cheques, 
when cashed, will diminish the reserves of these banks, and they 
will then be forced to curtail their lending. Their money rates 
of lending will move up and the volume of credit in the country 
Will be decreased. Similarly, when the central bank finds that 
lending rates are unusually high and there is a dearth of funds in 
the market, it will purchase securities, and pay the sellers by giving 
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away its notes. These will be deposited by sellers with their 
banks. Reserves of the latter will, therefore, increase, and they 
will lower the rates of interest. In this way, by selling or pur- 
chasing securities in the market, the central bank can change the 
reserves of other banks, and influence their rates of lending and the 
volume of credit. 


The influence of open market operations of the money market 

is not the same in all countries. In England, open market opera- 
tions have been most successfully carried out. 

Open market policy Jt js a convention of the London money market 
m Em that other joint-stock banks should not borrow 
directly from the Bank of England either by rediscounting bills, 
or by taking advances against securities. This convention dates 
back from the time when the Bank of England was looked upon 
as a rival by other banks, and naturally these banks could not 
think of borrowing from a rival So when the Bank sells securities 
4n the market, reserves of banks are diminished, and they do not 
replenish their cash reserves by borrowing from the Bank of 
‘England. They cease to give loans, or call in their loans to bill- 
brokers, their second line of defence. In the federal reserve system, 
it is the usual practice for member banks to borrow from the 
Reserve Banks by re-discounting their bills. So when the Federal 
Reserve Board sells securities in the market and carries off a part 
of the reserves of member banks, the latter may take some bills 
‘to the Reserve Banks and by re-discounting them, replenish their 
There would then be no contraction of credit and the 
-open market policy might become ineffective. In recent times, 
‘however, a convention has been established against large and 
continuous borrowing from the Reserve Banks. 

Open market policy Moreover, a limit has been fixed up to which 
pue each member bank will be allowed to borrow 
‘from the Reserve Bank. When the Federal Reserve Board sells 
securities in the market, member banks will not at once rediscount 
them if they have already borrowed up to the limit assigned. to 
‘them. They will call in loans, and restrict their purchases of bills, 
and as a result money rates go up. Similarly, when securities are 
purchased and sale-proceeds are deposited with members banks, 
and by them with the Reserve Bank to pay off their debts, this 


á 


"reserves. 
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process will reduce indebtedness to the Reserve Bank and lead them 
to adopt a somewhat more liberal credit policy. Money rates then 
become lower. The efficacy of the cpen market policy has thus. 
increased in recent times under the Federal Reserve System, though. 
it is not as perfect as in England. On the contrary, this policy has 
not been much used. The Bank of France has been recently allowed: 
to engage in open market operations. 


Thus open market operations are an effective instrument in. 
the hands of a central bank for exercising a stabilising influence 
in the money market. When there is a great demand for funds, for 
example, before the Christmas and the market rates of interest 
tend to go high the central bank can come to the rescue of the- 
money market and pour funds into it by purchasing securities. 
Moreover, by purchasing or seling securities, the central bank. 
can "sterilis" or “offset” movements of gold. When gold is 
imported into the country, the reserves of banks are increased: 
thereby, and they may embark on a policy of credit expansion. 
The central bank, if it does not like an expansion of credit, will 
sell securities in the market and thus take away the surplus reserves 
of banks and prevent them from expanding their loans. This is 
called ‘sterilising’ gold imports. Conversely, when gold has been 
exported and as a result, the reserves of banks are lower, they may 
pursue a policy of credit restriction. The central bank, if it desires 
to prevent contraction, may purchase securities in the market. The- 
reserves of member banks will increase and they will cease to con- 
tract their loans, This is called “offsetting” of gold. Lastly, in 
emergencies and in crisis, when demand for funds on the part of 
the panic-stricken people vastly increases, and there is a run on 
banks, the central banks can come to their rescue not only by 
rediscounting their bills, but by liberally purchasing securities and' 
supplying the market with additional funds. This was one of the 
main ways in which the Federal Reserve System tried to meet the 
banking crisis of 1931-32. 


CONDITIONS FOR OPEN MARKET POLICY : Open market policy 
signifies the purchase and sale of government securities by the- 
central bank for bringing about suitable changes in the cash. 
reserves of the banking system. In order that such a policy can 
be carried out successfully, certain conditions are necessary. The- 


] 
1 
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first condition is that there should be a good security market in the- 
sense that it will be possible for the central bank to sell large 
quantities of securities without depressing their prices unduly or: 
without otherwise disorganising the market, There should be a 
large number of buyers and sellers of such securities with enough. 
resources to finance large transactions in securities. In other 
words, the country should have a broad and active government 
security market. Open market operations cannot be carried out 
successfully in the absence of such a market. For example, the- 
Reserve Bank of India has not been able to engage in large-scale- 
open market operations as our economy lacks a wide security 
market of considerable depth. 

A second condition is that banks should follow the policy 
of keeping stable cash reserve ratios. If they always aim at 
keeping (say), 8 p.c. cash reserve ratio, they will lend more 
funds whenever the cash reserve ratio rises abobe 8 p.c., or they 
would lend less funds when the ratio falls below 8 p.c. By adding: 
to or subtracting from the cash reserves of the banks through the. 
purchase or sale of securities, the central bank will be able to 
induce the banks to lend more or less funds. But if the banks. 
do not follow such a policy with respect to their cash reserves, and 
allow the cash reserve ratios to fall to (say) 7 p.c. at one time 
or rise to 10 p.c. at another time without changing the volume 
of their loans, the central bank may find it difficult to make open: 
market policy effective. The reserve ratio of a bank may rise to 
10 p.c. when the central bank purchases securities in the market. 
But the bank may not grant more loans as it is accustomed to. 
seeing such fluctuations. 

A third condition is that the banks must determine their 
lending policy on the basis of their cash reserves. That is, they 
should follow the policy of lending more funds when their cash 
reserves are larger than their accustomed ratios. But if they 
determine their lending policy on the basis of some other indicator, 
say, their foreign funds, then open market policy will not be. 


effective. 


VARIATION OF BANK RESERVE RATIOS: Writing in the Treatise: 
on Money, Lord Keynes suggested arming central banks with 


another weapon of control viz. changing the reserve-ratios "2 


384 AN INTRODUCTION TO ECONOMIC THEORY 


member banks. Central banks might not find it always possible 
to engage in open market operations. There may be a shortage 
‘of securities which central banks might buy or sell Moreover, 
it will not always be profitable for central banks to purchase 
securities at higher prices, and to sell securities at lower prices. 
So it may sometimes be convenient if the central bank is empowered 
to ask member banks to keep a higher or lower percentage of 
reserves against their deposits. In India, for example, scheduled 
banks are required by law to keep 3 per cent of their deposits 
with the Reserve Bank. If the Reserve Bank finds at any time that 
these banks are in possession of surplus funds on the basis cf 
which they are going to expand their loans,—a course which the 
Reserve Bank considers undesirable, it may call upon scheduled 
banks to keep (say) 12 per cent reserves against their deposits. 
A large part of their surplus funds will then be immobilised and 
they may be unable to create more deposits. Under the Banking 
Act of 1935, the Board of Governors of the Federal Reserve 
System of the U.S.A. has been authorised to increase the reserve 
ratios of member banks upto certain limits. On several occasions 
since 1936 the Board increased or lowered the reserve ratios of 
member banks in order to control large-scale changes in the volume 
of credit. In 1936, the Reserve Bank of New Zealand was also 
authorised to alter the reserve ratios of trading banks. Such pro- 
visions are also to be found in the case of the Bank of Mexico, 
Belgium, etc. The Reserve Bank of India has also been given the 
powers to vary the reserve ratios of the scheduled banks. 


SELECTIVE CREDIT CONTROL: The measures of control that 
we have discussed so far e.g. bank rate policy, open market 
operations, variable reserve ratios,—are aimed at the quantitative 
control of bank credit. By means of these weapons the central 
‘bank seeks to control the total volume of credit. Selective credit 
control measures have been devised to control the use of credit 
for particular purposes, without seeking to regulate the total 
volume of credit. There are various forms of selective credit 
control, (a) The monetary authorities seek to prescribe margin 
requirements for the grant of loans against the security of stocks 
or shares dealt with in the share market. When, for example, 


A a brokers buys some shares on behalf of a customer, he has to 
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security. Here the margin is 30 p.c, ie, the borrower has to 
find 30 p.c. from his own resources. If the central bank wishes to 
discourage speculative dealings on the stock exchange with 
borrowed funds, it may direct the banks to grant loans against 
shares with a margin of, say, 70 p.c. In other words, the bank 
can lend only 30 p.c, of the value of the shares, This method 
has been followed frequently in the U.S.A. (b) The central bank 
also seeks to regulate the grant of bank Credit to consumers to 
enable the latter to buy consumer durables like refrigerators, 
motor cars etc. These commodities are often bought by consu- 


and to pay the rest in instalments spread over time. If a 
consumer wants to buy a refrigerator, he may be required to pay, 
say, Rs. 200 as down Payment and the rest in instalments of Rs.50/- 
a month for 40 months, The authorities, when they want to 
discourage such purchases, lays its down that the down payment 
should be raised to Rs. 500/- and the monthly instalments to 
Rs. 80/- This will serve to discourage many buyers of refrigerators 
on hire-purchase. This is known as consumer credit control, 
(e) The central bank may also regulate the terms and conditions 
for the purchase of houses, insisting as in consumer credit control, 
on higher down payments and larger instalment payments. (d) 
The central bank may also seek to regulate the grant of bank 
credit against the security of important commodities in order to 
prevent the speculative holding of stocks of such commodities, 
The Reserve Bank of India has started since 1956 to use the 
method of selective credit control for restricting the grant of 
advances against foodgrains and other commodities in short 
supply. It has prescribed higher margins for such loans and fixed 
limits to the maximum amount of these loans. 
25 
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In addition, central banks often exert much indirect influence 
over the loans policy of member banks by what is called “moral 
suasion.” There is generally much close 
Moral suasion. co-operation between a central bank and 
member banks, and the former may persuade 
the latter to follow its lead. 
EFFECTIVENESS OF MONETARY POLICY: We have discussed the 
methods by which the central bank can control the money market. 
Each of these methods is subject to serious 
How far is the bank limitations. Changes in the bank rate will not 
rate effective ? always act in the way desired. A central bank 
controls the bank rate. If changes in the bank 
rate are not followed by similar changes in other rates prevailing in 
the market, these will not be followed by changes in the volume of 
bank loans, There is often no proper co-ordination between 
different money rates prevailing in the money market. According 
to the convention of the London money market, it is the usual 
practice of English banks to charge rates which are usually 2 p.c. 
above bank rate with a minimum of 5 per cent. So when the 
bank rate is raised, rates charged by the banks will also rise. But 
a lowering of the bank rate below 3 per cent, will not lead to any 
further fall in other rates. The central bank can thus force an 
increase in money rates, but its power to force a fall in such rates 
may thus be limited. This means that the central bank may be able 
to check an inflationary movement, but it may not be able to control 
deflation by forcing a fall in money rates. This pre-supposes that 
the volume of bank loans is responsive to changes in the rates of 
interest. This, however, does not happen on many occasions. A 
change in the rates of interest affects the cost of borrowing to 
businessmen. But the cost of borrowing forms, on many occasions, 
only a small part of the total cost of a businessman who is more 
concerned with the prospective rates of profits to be earned in 
his business. If he expects that prices are rising, he will not be 
deterred from borrowing by the fact of a rise in the cost of 
borrowing. A fall in the bank rate may not induce a businessman 
to borrow if the prospects of profits are otherwise gloomy. This is 
especially true during a period of acute depression when prospects 
of profit give place to the fear of losses. At such times no positive 
rate of interest may induce businessmen to borrow. 
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The policy of open market operations has also serious 
limitations. We have seen that in England, purchase or sale of 
securities by the Bank of England will cause 
an expansion or contraction of bank reserves. 
But things may not happen in the same way 
in the U.S.A., where, unlike, in England, banks may borrow from 
the Federal Reserve Banks. When a Federal Reserve Bank sells 
securities in the market to absorb any surplus cash reserves of 
banks, the latter may easily replenish their reserves by borrowing 
from th Federal Reserve Banks. When a central bank purchases 
securities from the market, member banks will no doubt receive 
extra cash. But they may utilise the cash to repay their debts to 
the Federal Reserve Banks. Under the circumstances their 
reserves may not increase. Moreover, when Federal Reserve 
Banks are trying to increase the cash resources of banks by 
purchasing securities, the public may withdraw cash from banks 
in panic with a view to hoarding. In that case, the reserves of 
banks may not increase. This happened in the U.S.A. in 1932 
when the Federal Reserve Board’s attempts to increase the cash 
resources of banks were neutralised to some extent by large with- 
drawals of currency made by the public in fear of an epidemic 
of bank failures. Even if the central bank succeeds in increasing 
the cash reserves of banks, that does not mean that their loans will 
also increase. In the first place, banks may simply pile up more 
cash reserves to strengthen their position in the face of an 
emergency. In that case there will be no increase in loans. 
Secondly, even if banks are willing to lend, businessmen may be 
unwilling to take loans. Banks may place plenty of water before 
the public horse, but the horse cannot be forced to drink if it is 
afraid of loss through drinking water. This may happen when 
confidence is lacking in the acute phase of a depression. During 
such a period, an expansion of bank loans and investment will not 
chievement. But unfortunately the burden of depression 


of a ; . 
E Bari lifted unless there is such an expansion. Thus we arrive 


at the same conclusion as before. The central bank may not be 
re a depression. 


i ition to cu MORTO 
yo e conclusion is reached if we analyse the implications 
of the policy of variation of reserve ratios. If banks possess surplus 


h reserves, the central bank may, by increasing the reserve ratios. 
cash reserves, 


Limitations of open 
market policy. 
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neutralise the exvess reserves, and prevent banks from pursuing a 
policy of easy lending. But when reserves are low, the central 
bank may seek to remedy the situation by lowering the ratios. But 
this may not lead to an increase in the volume of loans if business- 
men are otherwise, nervous or pessimistic about the future. 


"There is of course, much truth in this contention. But it 
has been argued that periods of acute depression are usually 
reactions from previous periods of excessive booms. As the 
debauchery, so the headache. If a central bank can control booms 
in early stages, it can prevent the emergence of a deep depression. 
"The fact that a motor car is not well-adapted for getting itself- 
out of a ditch once it has fallen does not prove that it is beyond 
the powers of good driving to keep it in the middle of the road."? 
But can the central bank take steps in sufficiently early stages ? 
It may be admitted that if corrective means are taken at an early 
stage, they may be successful. But that may not always be possible. 
Adequate statistics showing changes in the economie situation 
take time to be collected, and measures adopted by the central 
bank also take time to become effective. By the time statistics are 
collected and interpreted and the proper measures are adopted, the 
disease may become deep-seated. Economic diagnosis is not 
always an easy task. A tendency towards a fall in prices may 
not mean the onset of a depression. It may simply indicate an 
increase in productive efficiency. So if the central bank takes steps 
to check such a fall in prices, it may actually promote a boom as 
happened in the U.S.A. between 1924-29, 


Hence many economists are suggesting the adoption of other 
methods, Much can be gained if there is more co-operation between 
the central bank and other banks. If the latter follow the lead 
given by the former, some of the problems of credit control will 
disappear. Occasions may arise when it may 
be necessary to exercise some sort of qualitative 
control over bank loans. The central banks in 
some countries have been empowered to discriminate against banks 
which have advanced a large portion of their resources as loans 


Other methods of 
control, 


? Report of the Macmillan Committee, p. 95. 
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for speculative purpose. Others have gone in for a bolder policy, 
and have suggested that since changes in the volume of investment 
are the prime cause of changes in the economic system, the state 
should assume direct control over the volume of investment, 


AP ORE ND DX TO CHAPTER XXXV —— 


A NOTE ON THE EFFECT Or BANK 
RATE CHANGES 


The first view, upheld by Mr. Hawtrey, would focus 


Y Lord Keynes. 
the volume of fixed capital 


According to Mr. Hawtrey, the centra 
situation is the Willingness of “dealers” to h 


means of short- 
of interest, by causing 
» are sufficient to explain 
If short-term rates of 


off, reduce thei 
and so forth, Faced with depleted orders, 


their stocks of fixed capital goods, So the market for investment 
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Eoods becomes depressed. In this way prices and production 
register a decline. 

According to Lord Keynes, the economic situation is affected, 
not through changes in short-term rates of interest and in the 
stocks of working capital goods, but through changes in long-term 
rates of interest and the volume of fixed capital goods. The 
demand for working capital is not so sensitive to changes in short- 
term rates ; it is the result of the general situation, which is itself 
determined by the demand of entrepreneurs for fixed capital goods, 
So he fixes attention upon long-term rates. Now when the bank 
rate changes, long-term rates of interest will also change in the 
same direction for the following reasons. When short-term rates 
rise, while long-term rates remain stable, short-term securities 
become relatively more attractive to investors and bankers. Such 
persons will transfer their funds to the short-term market by selling 
long-term securities. This will cause the prices of the latter to 
fall That means a rise in long-term rates. Moreover, fearing a 
further rise in interest rates, investors may begin to sell long-term 
securities whose capital value is like to fall very much and to buy 
short-term assets whose capital value cannot fall so much as they 
will be repaid at par within a short-time. The result will be a 


rise in long-term rates of interest. 


Changes in long-term rates will affect the investment market. 
The volume of investment in fixed capital goods depends on the 
prospective profits to be earned from such goods and on long-term 
rates of interest, The rate of profits remaining the same, the 
higher the long-term rate of interest, the less attractive becomes 
any form of new investment or replacement of existing capital. 
As a result, entrepreneurs will spend less on fixed capital goods. 
Employment in the capital goods trades declines, and total money 
incomes shrink. Expenditure on current consumption will decrease. 
Employment in the consumption goods trades will then decline. 
Prices and production will fall all-round. The opposite process will 
follow from a fall in the interest rates. P 

Jt should be noted that it is not possible for us to verify any 
of these views by a reference to facts. The efficacy of both these 
lines of thought depends on the behaviour or the response o 


entrepreneurs in different economic situations, about which v 
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have very little knowledge. Moreover, the states of trade and prices 
are not so responsive to changes in interest rates, as is assumed 
in both the theories. Interest is only one of the factors which 
govern the volume of new investment, either in working or fixed 
capital goods, Lastly, it should be remembered that the two 
explanations are not mutually exclusive. A change in the bank 
rate may lead to a change in the holding of stocks as well as 


in the volume of fixed capital goods. The difference in both the 
views may be mainly one of emphasis, 


CHAPTER XXXVII 
SOME CENTRAL BANKS 


Bank or ENGLAND: Established in 1694, the constitution 
of the Bank of England was governed by the Bank Charter Act 
of 1844. Before 1946, its position was unique among central 
banks, as it was a purely shareholder's bank, managed by a Court 
of Directors entirely chosen by shareholders. When the Labour 
government came to power in 1945, the first important measure 
that it undertook was to pass an Act to "nationalise" the Bank 
of England. Under that Act, the Bank has been nationalised, and 
shareholders have been paid Government stocks bearing interest at 
3 per cent redeemable at par on or after 5th April, 1966. As 
the Bank was paying dividend at the rate of 12 per cent, share- 
holders have been paid stocks of the value df £400 for every share 
of £100 held by them. The Governor and the Directors are now 
appointed by the Government for five-year and four-year terms 
respectively. The Bank is divided into two departments—the 
Issue Department and the Banking Department. The function of 
ihe Issue Department is to issue notes according to the fixed 
fiduciary system. Originally, notes to the value of £l4m. could 
be issued by the Bank without any gold backing, and any notes 
issued in excess of this amount were to be covered by gold to 
the extent of 100 per cent. Further, it was provided that if any 
bank which possessed the right of note-issue at that time ceased’ 
or was debarred from issuing notes, the Bank of England might 
increase its fiduciary portion by two-thirds of the amounts thus 
withdrawn. By virtue of this provision, the fiduciary issue was 
raised to £19,750,000 in 1932. By the Currency Act of 1928, the 
fiduciary issue was raised to £260,000,000. It was further pro- 
vided that the fiduciary portion can be raised with the permission 
of the Treasury and it was raised to £275,000,000 in 1931. 
Formerly the Bank was prohibited from issuing notes below £5, 
but under the Act of 1928, the issue of £l and 10s. notes was 
allowed. Profits on the issue of notes, after deducting the expenses, 


are paid to the Treasury. 
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The Banking Department conducts all banking activities, 
‘holds the balances of the government, other banks and the public, 
-keeps the ultimate reserve of the country, fixes the bank rate 
and is required to publish a weekly return. The business of the 
Bank is conducted by the Court of Directors, composed of the 
"Governor, Deputy Governor and 16 other members appointed by 
'the government subject to directions given by the government. 
‘The Governor and the Deputy Governor hold office for five years 
and are reeligible for appointment. The last Governor, Lord 
Montague Norman, held office for 17 years. It is an unwritten 
tule that no member of any bank, except the private or merchant 
banking houses, is eligible for directorship. The Court meets 
“every Thursday, fixes the bank rate, i.e, the minimum rate at 
which the Bank will discount first class bills, and the weekly 
return. The Bank has eight provincial branches. 

BANK RETURN: The weekly bank return, published on 
every Thursday, is an important guide to the state of the money 

market. It is said to be the “barometer” of the London money 
market. 
September, 17, 1947 
ISSUE DEPARTMENT 


Note issued Government Debt. .. £11,015,100 
dn circulation ++ 1382,760,161 Other government 
In Banking Depart- securities .. 1438,261,722 
ment —. .. d 67,487,672 Other securities AS 712,021 
Silver coin T 11,157 
Amount of fiduciary 
issue .. 1450,000,000 
Gold coin & 
bullion .. Vs 247,833 
Der ee I: "eMe 
1450,247.833 1450,247,833 
X BANKING DEPARTMENT 
Etopileiok'a capital .. — £14.553,000 Government 
Ren : 3,951,121 securities we £312,424,705 
Public deposits e. 9,067,090 Other securities 
Other deposits peor = Hh 12,383,550 
Securities .. 2: 17,729,362 
30.112.912 
Bankers * .. 900,629.49 Notes. +. 61481612 
‘Other Accounts ., ^ 93644599 Gold and silver 
———— coin js 2,360,460 
384.274 538 ——————— 
412,385,749 


412.385.749 
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The main function of the Issue Department is to issue notes. 
"The item on the left side shows the total amount of notes issued 
by the Department. “Notes in circulation” are those notes which 
are either in the hands of the publie, or in the vaults of banks as 
their cash reserves. Notes in the Banking Department are the cash 
reserves of that Department and appear at the end of the balance 
sheet of that Department on the right side. Against these liabilities, 
the Bank holds the assets on the right side. The amount shown as 
“Government debt” is an old debt, contracted by the Government 
of William III when the Bank was originally started, by lending 
its whole capital to the government. The next item, “Other 
Government Securities” consists mainly of Treasury bills, and of 
any other government security which the Bank chooses to hold. 
The next item, “Other Securities” consists of domestic and foreign 
bills. Since the war a certain amount of silver has been accumulated 
with the Bank, The amount of silver is diminishing as it is being 
used up in minting subsidiary coins. All these make up the 
fiduciary issue which stood at the high figure of £1,450,000,000. 
This increase is due to the fact that since the war, all gold coins 
have been withdrawn from circulation, and the Bank has met the 
void by issuing £1 and 10s. notes. 


In the Banking Department, the first item on the side of 
liabilities is “Proprietor’s Capital"—the subscribed share capital 
of a Bank, which is now held by the government. The “Rest” 
is undivided profit and it js never allowed to fall below £3,000,000. 
Next is “Public Deposits.” It includes the balances held to the 
account of various government departments. “Bankers’ Deposit” 
des the balances of joint stock banks, Fluctuations in this 
e reserves of commercial banks. It 
is thus an important index to the state of the money market,— 
whether banks are suffering from a paucity or surplus of funds 
The “Other Deposits" include the deposits of foreign 
es and discount houses, Indian and 


inclu 
item show the amount of th 


or not. 
central banks, acceptance hous 
Colonial governments, etc. 
LJ 
On the side of assets, the/first item "Government securities" 
any “Ways and Means Advances" 


includes the Treasury bills and | 
made to the government and the securities which the Bank buys 
on its own initiative. “Discounts” include bills which pill-brokers 
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take to the Bank for discounting. “Advances” mean the loans made 
against first class securities either to bill-brokers or to the regular 
customers of the Bank. The interest charged on advances by the 
Bank is one half per cent above Bank Rate. These two items mount 
up when the money market is short of cash, and bill-brokers are 
“squeezed” and then go to the Bank for temporary loans. The 
item “securities” includes bills which the Bank buys on its own 
initiative, and the loans of Indian, colonial and other governments. 
“Notes” are the till-money of the Bank, and together with “gold 
and silver coin,” they constitute what is called the reserve of the 
Bank. The percentage which this bears to the total Deposits,— 
Public and other Deposits, is called the “Proportion,” and shows 
the strength of the Bank’s position. When the proportion is high, 
we should expect the bank rate to fall ; when it is low, the bank 
rate is expected to go up. 


The control of the Bank of England over the money market 
is exercised by means of the bank rate and the open market 
Operations. The bank rate is the minimum rate at which it will 
discount first class bills of exchange, It is published every 
Thursday after a meeting of the Court of Directors. The only 
break with the tradition was on the 19th September, 1931, when 
the bank rate was raised on Saturday, following the suspension of 
the gold standard. But though the bank rate is the minimum 
rate, the Bank may discount for its favoured customers at a lower 
tate, or it may ask a higher rate to discourage rediscounting. In 
addition to the bank rate, there is another rate, called the “Lombard 
Rate” for loans on stock exchange securities and other collaterals 
ranging from 7 days to three months, and this rate is generally 
higher than the bank rate by one half per cent. The bank rate 
is uniformly above the market rate of discount, so that usually no 
rediscounting is done by the market at the Bank, It is only when 
bill-brokers are “squeezed”, ie, asked to pay off the call loans 
by joint stock banks, that they borrow from the Bank. 


: (B) FEDERAL RESERVE System: The Federal Reserve System 
18 a unique central organization in many respects. It is the only 
decentralised System, consisting of not one central bank, but of 
twelve banks supervised by a single organization. It is the fruit 
of years of study of the banking institutions of the important 
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countries of the world. It embodies, therefore, the results of recent 
experience of central banking. 


To understand the origin of the Federal Reserve System, it 
is necessary to have an idea of the banking conditions in the 
U.S.A. before 1918. Banks were organized under a great variety 
of laws,—state and federal,—and there was no co-ordination, no 
team-work among them. There was no organized agency for 
meeting the demands for emergency currency. Each bank was 
supposed to keep ample reserves ; but most of them were unavail. 
able during period of stress. Above all, the currency system was 
absolutely inelastic. Notes could only be issued by national banks 
after depositing government bonds with the Comptroller of 
Currency. So the expansion or contraction of notes did not take 
place in response to trade demands, but in response to variations 
in the prices of government debts. There were, therefore, frequent 
panics in the banking system, the most notable of which was the 
crisis of 1907-8. It was to remedy such a state of affairs that the 
Federal Reserve System was organized in 1913. The functions 
of the System were stated in the preamble to be “to furnish an 
elastic currency to afford means of rediscounting commercial 
paper, to establish a more effective supervision of banking in the 
U.S.A., and for other purposes." 


The Federal Reserve System consisted of twelve Reserve 
Banks and the Federal Reserve Board. The whole of the United 
States has been divided into twelve districts, each district con. 
taining one Reserve Bank. Each Reserve Bank is formed by the 
banks in the district, which are known as "member-banks." 
National banks ie. banks organized under the federal laws, must 
become member-banks, and state banks and trusts, etc., are 
permitted to join, provided they fulfil the requirements of the 
Federal Reserve Act. Each member-bank contributed six per cent 
of its paid-up capital and reserve to provide the capital of the 
Reserve Banks. Member-banks number about 9,000. Each Bank 
has 9 Directors, of whom three were appointed by the Federal 
Reserve Board,—one of them being the Chairman of the Board 

1 yiz,, Boston, New York, Philadelphia, Cleveland, Richmond, Atlanta, 


1 is, Minneapolis, Kansas city, Dallas and San Francisco, 
Chiengo. SE. E deago are central reserve cities. The ten others are 


reserve cities. 
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of Directors, and six were elected by member-banks. Of the last 
six, three must be actively engaged in commerce, agriculture or 
industry. 

In addition to subscription to the stock of the Reserve Bank, 
each member-bank must keep 13 per cent of its demand deposits 
and 3 per cent of its time deposits (if it is situated in central 
reserve cities). 10 per cent of its demand deposits and 3 per cent 
of its time deposits (in reserve cities), and 7 per cent of its 
demand deposits and 3 per cent of its time deposits (if it is a 
country bank), on deposit with its Reserve Bank. The Federal 
Reserve Board is empowered to suspend these reserve requirements 
in case of emergency for a certain period provided that it levies a 
graduated tax upon the amount by which actual reserves fall short 
of the legal reserves. Each Federal Reserve Bank was required 
to keep a reserve of 35 per cent in gold or lawful money against 
its deposits. 

The Federal Reserve Banks can issue two kinds of notes,— 
the Federal Reserve Bank notes and Federal Reserve notes. The 
Federal Reserve Banks deposit government securities with the 
Treasury and can then issue Federal Reserve Bank notes to an 
amount equal to the par value of the securities. These notes 
were issued to replace the national bank notes? In addition, the 
Reserve Banks can issue Federal Reserve notes. 

The Federal Reserve Board was the controlling and supervising 
body of the system. It consisted of 8 persons, two of whom are 
the Secretary of the Treasury, and the Comptroller of Currency, 
ex-officio, and the other six were appointed by the President for 
ten years with the consent of the Senate. The Board exercises 
general supervision over the whole system, can examine the accounts 
of every Reserve Bank and member-banks, may suspend the 
operations of any Reserve Bank, can review and determine the rate 
of discount of each Reserve Bank, can regulate open market 
operations of the system, and has power to suspend every reserve 
requirement of the Act, if deemed necessary. The Board was 
advised by a Federal Advisory Council, composed of twelves 
members one for each Reserve Bank, in respect of discount rates, 
notes; issues, etc. 


2T March, 1933, th 1 : 
Tnareasel tà cope with e voe to issue Federal Reserve Bank note was 
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This was the constitution under the Federal Reserve Act of 
1913. The Banking Act of 1935 has introduced some changes 
in the organization of the Federal Reserve System. The old 
Federal Reserve Board is henceforth to be known as the Board 
of Governors of the Federal Reserve System, the titles of Governor 
and Vice-Governor being changed to Chairman and Vice-Chairman, 
to be appointed by the President of the U.S.A., for four-year terms. 
The new Board of Governors would consist of nine members, 
appointed by the President with senatorial approval, for a term 
of 14 years. The Secretary of the Treasury and the Comptroller 
of Curreney would no longer be the members of the Board. The 
Act also provides for the appointment of an Open Market Com. 
mittee, consisting cf seven members of the Board of Governors, 
and five representatives of the Federal Reserve Banks to be selected 
by the latter. This Committee will henceforth manage open market, 
operations. 


The Act provides for the appointment of a President and a 
Vice-President of each bank to serve as its chief executive officer 
for five-year terms, the appointment being subject to the approval 
of the Board of Governors of the Federal Reserve Board. The 
authority of the Board over the Federal Reserve Banks has thus. 
considerably increased. 


The Federal Reserve notes can be issued with no backing 
of gold certificates. This percentage has now been abolished by 
an Act of the Congress passed in June, 1965. The Board of 
Governors is also empowered to vary the statutory reserve require- 
ments of member-banks, provided that they are not revised below the 
minimum, or are not more than doubled. The Reserve Banks are 
now authorised to give loans against real estate, provided that the 
loans may not exceed 50 per cent of the value of the real estate, 
and must mature within 5 years. In any case, the total amount of 
such loans must not exceed 100 per cent of the capital and surplus 
of the Bank, or 60 per cent of its time and savings deposits, which- 
ever is greater. The Reserve Bank may also give loans on paper 
otherwise ineligible provided that they shall not have a maturity of 
more than 4 months, and a penalty in the way of interest be added 


of not less than 3 of one per cent. 
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All these changes have made for increased centralised control, 
and greater flexibility. 


(C) Tug Bank or France: Established in 1800 by 
Napoleon Bonaparte, the Bank of France is one of the simplest 
of all central banks. The Bank was ostensibly a private institution, 
its capital being subscribed by private shareholders. In 1945, as 
in the case of the Bank of England, the French government also 
passed an Act for nationalising the Bank of France along with four 
commercial banks. The management was entrusted to the Central 
Council, composed of the Governor and two Deputy Governors, 
appointed by the President of the Republic. 


There was a General Council consisting of 20 members ; of 
these, Ministers of Finance, National Economy and Colonies 
appointed one member each. Six members are appointed by the 
Minister of Finance from a list of three names submitted by each 
of six commercial, agricultural, industrial and labour organizations. 
Three members are elected by the National Economic Council, the 
Central Committee of the savings banks and the staff of the Bank 
of France. Two members are elected by the General Meeting of 
the shareholders and the other six are ex-officio members holding 
particular positions in state financial institutions. "There are also 
three censors who are elected by the General Assembly of share- 
holders, from among industrial or commercial shareholders, and 
who have a consultative voice in the General Council and exercise 
supervision over all operations of the Bank. 


The Bank possesses the monopoly of note-issue. Before 1928 
the Bank was not required by law to keep any gold reserve against 
its note-issue, and the maximum amount of notes that it could 
issue was fixed by law. But since 1928. the Bank is required to 
keep a gold reserve of 35 per cent of the total of its notes and 
current account deposits. The Bank is also required to buy and 
sell gold at the rate of 65-5 milligrammes of gold? (nine-tenth fine) 
per franc. In addition to issuing notes, the Bank carries on a large 
rediscounting business. The bills to be rediscounted must carry 
three signatures—one may be dispensed with if adequate security 
is furnished, and must mature within 30 days. The Bank, unlike 
the Federal Reserve System, is ready to discount for private 
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individuals. The Bank has a large number of branches’ situated 
all over the country. ur MT 

The Bank's relation with the state has always béen very close. 
lt is the banker of the state and it has helped the state constantly 
by making large advances to the latter either free of interest or 
at nominal rates. The Bank habitually keeps large gold reserves 
and its discount rates are, as a rule, slowly changed. Its control 
over the money market is not as effective as that of the Bank of 
England or the Federal Reserve Board. Its ability to control is 
hampered by the comparatively unorganized nature of the Paris 
money market and also by the independent action ‘of the large 
Private banks. Its powers to engage in open market Operations 
have been enlarged in 1938. It cannot fully control the activities 
of the member banks. S 


Like the Bank of England, the Bank of France has been 
nationalized in 1945, and private shareholders have heen paid off 
by the state on the basis of the market value of their shares. 

(D) Tae Reserve Bank or INDU : The Reserve Bank has 
been established in India in 1935 for the purpose óf taking over 

the management of the currency from the Government'of India. 

Tt was a shareholder's Bank, the Government retaining some control 
-over the appointment of some Directors. The Bank, has been 
nationalized from lst January, 1949. The Government has taken 
over the shares from existing shareholders by handing over bonds 
to the value of Rs. 118-10 per share of Rs. 100/-. The management 
of the Bank has been entrusted to a Board of Directors consisting 
of a Governor, three Deputy Governors and 11 Directors nominated 
by the Central Government. 4 Directors out of 11 have been 
nominated from each of the four Local Boards. The Directors 
shall hold office for 4 years and are re-eligible for appointment a 
second time. 

Like the Bank of England, the Reserve Bank has been divided 
into two Departments, the Issue Department and the Banking 
Department. The Issue Department has the sole right of note-issue. 
Notes must be backed by gold and foreign securities, the amount 
of gold is not to fall below Rs. 115 crores and that of gold and 
foreign securities below Rs. 200 crores, by eligible securities 
and trade bills. The Bank was further authorised to suspend the 


26 
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' reserve requirements as to gold and gold securities with the sanction 
of the Government. The Banking Department is authorised to accept 
money on deposit without interest, to purchase, sell and rediscount 
trade bills and Treasury bills maturing within 90 days and 
bills against agricultural crops maturing within fifteen months ; 
to give loans repayable on demand or maturing within 
30 days against eligible securities ; to purchase and sell government 
securities of the United Kingdom and India ; to purchase and sell 
to scheduled banks, i.e., member-banks, foreign currency in amount 
of not less than one lakh of rupees ; to do open market operations 
for the purpose of regulating credit in the interest of trade and 
industry, and to vary the cash reserve ratios of the scheduled baaks 
within the range of 3 p.c. to 12 p.c. in respect of demand and 
time deposits. The Bank is also the agent of the Central Govern- 
ment and State Governments, and accept deposits from these bodies 
and conducts all other banking operations including management 
of public debts. The Bank also buys or sells other foreign 
currencies for purposes of maintaining the exchange value of the 
rupee. The Bank is, however, forbidden to advance money on the 
mortgage of. immovable properties, or engage in trade and industry. 
The Bank has also a separate Agricultural Credit Department to 
study questions of agricultural credit. 

The control of the Bank over the loose and unco-ordinated 
Ind'an money market is yet an unknown factor. The indigenous 
bankers, who form the bulk, are not members of the Reserve 
Banking system. 


i 
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CHAPTER XXXVIII 


MONEY MARKETS IN VARIOUS COUNTRIES 


in a broad sense, the term, "money market", refers to the 
financial institutions—banks, discount houses, brokers, stock- 
exchanges, etc.—which compete with one 
Central bank, another for borrowing and lending money. 
For the sake of convenience, it may be divided 
into five parts. Firstly, there is the central bank, the axle-wheel 
upon which the whole money market revolves. It acts as the 
guardian of the market, diminishing or expanding the supply of 
money and credit in the interest of domestic stability. Normally, 
the central bank does not actively participate in its activities. It 
merely supplies the appropriate stimulus taking up the thread 
only when the market is unable to manage itself. 


Secondly, there is the “call-loan” market,—“a market for 
marginal funds, for temporarily unemplcyed or unemployable 
funds.” As the name implies, here funds 
Call-loan are employed for very short periods—mostly 
mH. for a week and even for a night. Main 
lenders in this market are commercial banks and other corpora- 
tions. Banks, as we have stated. employ certain portions of their 
funds in the call-loan market and count them as their second line 
of defence. Whenever they want to replen'sh their reserves they 
recall those loans. The big corporations usually lend their surplus 
unempl-yable funds in this market, (for example, the dividends 
before distribution). The M bank does hia usually nd n 
i encies, it becomes an important source of eunnly. 
bu abu are billbrokers and  stock-brokers. 
Borrowing is done mainly by bill-brokers in England, and by stock- 
hange speculators in New York. Bill-brokers in Eneland dis- 
aig urchase bills and hold them till maturity with funds 
ee i bu joint-stock banks. The rate at wh'ch these funds 
mee d is known as the call rate and it is generally one 
a oi the bank rate. The rate is highly sensitive, depending 
per 
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on the volume of funds lent by banks. The latter are usually willing 
to renew their callloans. But there are times, e.g. on the day 
when half-yearly accounts are closed, Christmas season, etc., when 
banks would want to strengthen their reserves, and they will ask 
bill-brokers to pay off callloans. Bill-brokers are then said to be 
“squeezed” for cash, and they are forced to borrow from the Bank 
of England temporarily because, the bank rate being higher than 
the market rate, borrowing at that rate is usually unprofitable. 
The market is then said “to go into the Bank.” 


In New York, call-loans are taken mostly by stock-brokers. 
When the American speculator buys a stock, he pays only a 
marginal deposit of (say) 25 per cent. The remaining 75 per cent 
is borrowed from the stock-broker, who, in his turn, borrows at 
call from his bank, by pledging the stock as collateral with the 
Bank. This callrate is, therefore, highly sensitive to the wind 
and weather of speculative sentiment. It is the reflex of the activity 
of the New York speculators, and at times rises upto soaring 
heights. While the Bank of England can control the call-rate, the 
Federal Reserve Board is often powerless to coerce and control the 
New York call-rate as was shown by the Wall Street speculation of 
1929. 


Thirdly, there is the market for short-period loans. Here 
money is available for longer periods, generally for three months. 
This is the special field of activity of com- 
mercial banks, which collect the savings of 
the public end lend them through discounts 
and advances. Chief borrowers are the Government, which borrows 
through Treasury Bills, and industrial or mercantile clients who 
horrow by discounting their bills, or against promissory notes, or 
through advances and overdrafts. 


Short-period 
loan market. 


Fourthly, there is the market for long-period loans. On one 
side, there is an organization for the supply and investment of 
new capital, and on the other, an organization 
for the transfer of old capital. The former is 
undertaken by a specialised body of promoters, 
issue houses, or by commercial banks, and the latter is carried on 
in the stock-exchanges. The function of the first is to float new 
shares, securities, bonds, etc., for public subscription. Main 


' Long-term 
market. 
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borrowers in this market are the government, municipalities and 
other public bodies, and industrial undertakings. Shares, securities, 
etc., are taken up by the members of the public who have saved. 
The function of stock-exchanges is to help the efficient working of 
the former by providing a constant market for the transfer of 
securities, 


Lastly, there are specialised bodies, serving a special market, 
or supplying a special type of credit. To this category belong 
Savings Banks, Agricultural Land Mortgage Banks, Building 
Societies, etc. 


In theory at least, activities in these different markets should 
be well co-ordinated under the aegis of the central bank. Each 
of the rates should be in proper relation to the other, rising and 
falling together. For example, when the central bank is beginning 
to initiative a policy of easy money, either by lowering the bank-rate, 
or by the purchase of securities, all other money rates should 
come down. So in the ideal money market, movements in the bank- 
rate will generate similar movements in other rates. Any 
discrepancy between movements in the rates should be capable 
of being quickly corrected. Let us take the case when the short- 
term rate is abnormally lower than the long-term rate. Speculators 
will then borrow ‘short? money and invest in long period securities. 
Banks and other short-term lenders will then place more of their 
resources in long-term investments. In these various ways, the 
demand for short-term funds will rise while their supply will fall 
due to the action of bankers. Short rates will rise. : And prices of 
long-term securities will fall until the two rates will again reach 
the same relative position. In actual life, however, such a friction- 
less money market hardly exists. The discrepancy between short- 
term and long-term rates which existed between the inter-war years 
points out that movements in the different money rates are not 
always similar. Tn particular, the call-rate is peculiarly sensitive 

the speculative sentiment and may break away from other rates. 
The co-ordination of different money rates is one of the most 
important problems of the art of central banking. 


bale ae HAPTYER Xxx 
THE THEORY OF EMPLOYMENT 


Our examination of the basic economic factors is now almost 
complete. We have examined in detail the concept of national 
income, the way in which different factors co-operate to produce 
that income, and the problem of pricing of the component units 
of naticnal income and of the services of factors of production. 
Our next task has been to examine the working of the monetary 
and banking institutions, We are now in a position to study the 
modern theory of employment. The importance of this part of our 
study is cbvious. The volume of employment and the level of 
national income constitute the most important single element in 
determining whether or not each of us has a job and a decent 
standard of living. When the volume of employment is low, then 
national income is small, and a large section of the population 
must be living in misery ; when it is high, most of us have a job 
and live relatively well. The theory of employment seeks to 
provide the explanation for the alternate periods of prosperity and 
depression through which our economic system passes, 


DETERMINANTS OF EMPLOYMENT : On what factors does the 
volume of employment depend? A business firm will employ 
more labour and other factors of production when it expects higher 
demand for its product or products. When demand for a product 
is very high, firms producing it will try to expand their output, 
and so employ more factors of production than before. Similarly. 
when the aggregate demand for all products and services is high, 
the volume of employment offered to factors will also be high. 
A high ageregate demand for all goods and services will be the 
result of a high rate of total spending. If consumers spend more 
money on the purchase of consumption goods, demand for such 
goods will be high, and firms producing them will provide a large 
number of jobs for the factors of production. Or, if business firms 
and the government spend more money on investment, demand for 
investment goods will be high, and more men will be employed 


N 
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in making such goods. Thus the volume of employment depends 
on the total spending during a given period. 

Our next task is to find out the forces which determine the 
total amount of spending in a community. Why is it that at 
one time total spending increases at such a rate as to provide 
almost overfull employment, while at another time it falls so low 
that millions become unemployed ? To understand that, we 
must first classify spending. Who spends the money and why ? 
The largest amount of spending is done by ordinary consumers 
on such things as tooth brushes, shoe polish, clothes, food, a 
ride on the bus or theatre tickets etc. These are consumers’ goods, 
and expenditure on their purchase is consumption expenditure, or 
simply consumption. There is another type of spending, which 
is directed towards the purchase of what are called investment 
goods, ie., machines, tools, factories etc, This type of expenditure 
is to be called simply as investment. Investment may be made 
by business firms in which case it is to be called ‘private investment, 
or by the government, when it is to be called spublic investment." 
Goods which we export to foreign countries are called foreign 
investment goods. The total amount of spending is thus equal to 
the sumtotal of consumption and investment. In order to know 
what determines total spending, we should analyse the forces which 
govern spending for consumption and for investment. , 

CONSUMPTION : Expenditure on consumption constitutes the 


of total spending. The total amount of such expendi- 


t part 
largest pa But the most important 


ture depends upon many factors. mp 
influence is the level of money incomes earned by individuals. 
When an individual has higher money incomes, he will usually 
spend more money on consumption. In other words, the larger 
the income, the larger will be the expenditure on consumption. 
Another important fact to be noticed is that although consumption 
increases when income rises, it generally increases by a smaller 
amount. When a person’s income rises by Rs. 100/-, he will 

ption ; but it is unlikely that he 


suall nd more on consum t 
e the whole of the additional Rs. 100/- on consumption. 


j f the increased income on con- 
]l probably spend a part o ; n 
Uu ae save the rest. This relation. between income and 
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consumption is: known as the ‘propensity to consume,’ This | is 
equal to 
Total consumption 
Total income 


It is also called the consumption function, and we can draw 
up a curve showing the amounts spent on consumers’ goods at 
different levels of income. 


[e 


Fic. 43 


In this figure, income is measured along the horizontal axis, 
and consumption along the vertical axis. Let us draw a line from 
O at 45° to OY. At any point on this line, income will be exactly 
equal to consumption. In other words, the whole of income 
is spent on consumption. The line C(Y) is the consumption- 
income schedule, measuring the propensity to consume at different 
levels of income. From any point on this line we can find out the 
amount of consumption that would be made at a particular level 
of income. Take any point Q on the C(Y) curve. It shows that 
9ut of an income OQ, QQ amount will be consumed. If we know 
the national. income of a country we can find out, by means of the 
propensity. to consume curves, the actual amount of consumption 

Total spending 


that will take place on the basis of that income. 

will, therefore, depend upon the propensity to consume and invest- 

ment. Now total spending must also be equal to the total income. 
man's expenditure is another man's income. Expenditure on 


One 
consumption’ will be ` just equal to the income earned in the 


| 
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production of consumer's goods, while that on investment is equal to 
incomes earned in the making of such goods. Hence total spending 
on consumption and investment must be equal to total income. 


CONSUMPTION FUNCTION : The amount of income possessed 
by an individual is one of the most important factors in deter- 
mining how much he is going to spend. The higher the income, 
the higher will be the expenditure on consumption. The influence 
of all other factors that determine expenditure on consumption is 
grouped together in the expression, propensity to consume; or the 
consumption-function. Propensity to consume is the ratio that 
measures the relation betweep income and consumption. It indicates 


how much of the income will be spent on consumption. The 
propensity to consume is equal to total consumption divided by 
total income. 

What factors determine the propensity to consume? In the 
first place, it depends, to some extent, on the distribution of income. 
The propensity to consume is comparatively high in the case of 
persons with low incomes and low in the case of the rich. If 
the distribution of income is more equal than at present, propensity 
to consume will be high ; the more unequal the distribution, the 
lower is the propensity to consume. Secondly, it will also depend 
on the individual's at ‘ude to thrift. The psychological attitudes 
of a miser and of a spendthrift will be quite diffurent. Another 
determinant is the expectation of changes in prices. If consumers 
expect a rise in prices in future, they may hasten to spend now on 
a larger scale than before. This is likely to happen most during 
periods of extreme inflation. Rates of taxes are also an important 


influence 02 the propensity to consume. Taxes reduce income 
and so reduce consumption. The exact amount of reduction will, 


however, depend on the kind of the tax. Taxes like sales tax or 
excise duties usually fall heavily on the lower income groups and 
so reduce consumption to a greater extent than the income tax 
which will probably result in the reduction of the saving of the 
rich than in their consumption. 

interest exercise any 


Does the rate of : 
propensity 1o consume? In the past it was argue 


rate of interest led to a decline in the propensity to consume. 
other words, it led to larger savings. A fall in the rate of interest 


influence on the 
d that a high 
In 
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was supposed to favour consumption. But the effect is not so 
simple. The influence of the high rate of interest on consumption 
may also work in the opposite direction. People who want to have 
a certain income in old age will have to save a smaller amount 
when the rate of interest is higher than when it is low. In short, 
a change in the rate of interest may raise or lower the propensity 
to consume. However, ordinary changes of one or two per cent 
in the rates of interest are not likely to affect the propensity to 
consume. The list of factors so far discussed is not intended to 
be exhaustive. Many other factors like the amount of liquid 
assets possessed by consumers, expected changes of income. etc., 
exercise some influence on the prope: Sity to consume. 


Although the propensity to consume may change, and does 
occasionally change because of changes in any one of the factors 
mentioned above, it has on the whole been a relatively stable and 
constant proportion of the income. ‘There are, of course, 
exceptions. For example, during the last war, propensity to 
consume declined, because many consumer’s goods were not avail- 
able, and many consumers decided to save more out of patriotic 
motives. Some economists have expressed the opinion that the 
relation of consumption to income tends to be high in periods 
of falling incomes, and to be low in years of rising incomes. 
This may be a fact. Our habits of consumption change slowly. 
When our incomes fall, we are reluctant at first to cut down cur 
consumption and go on till we are forced to do it. When our 
incomes rise, we begin to adjust our expenditure on consumption 
slowly, raising our standard of living only by gradual steps. 

When income changes, consumption will also change. The 
ratio of the change in consumption to the change in incomes is 
called the marginal Propensity to consume. It is thus equal to 


the change in consumption 
the change in income 


if marginal propensity to consume is two-third. it indicates 
that consumers will spend two-thirds of any increase in their 
incomes on consumption and save the remainder. It summarises 
in simple terms the reactions of consumers to changes in income. 
The implications of the concept of marginal propensity to consume 
in the theory of the multiplier will be discussed in a later section. 
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INVESTMENT : Let us next analyse the factors that determine 
the volume of investment. As we shall see presently, the volume 
of investment has been, and is a highly variable element, and this 
instability is responsible for most of the variations in income and 
depressions. Hence it is of great importance to analyse the causes 
of variations in investment. 

The amount of public investment depends on the policy of 

local bodies. Let us leave public 


government and of various 
investment for the time being, and concentrate on the factors 


determining the amount of private investment. Most private 
investment is undertaken by business firms, and in deciding 
whether or not to carry out a particular investment project, a 
firm usually takes two [acts into consideration,—the net yield it 
n from the investment project over its life-time, 
and the rate of interest at which ‘t is able to borrow funds to finance 
The estimated net yield or expected rate of return on 
an investment project is known as “the marginal efficiency of 
capitali". Private investment thus depends upon marginal efficiency 
of capital and the rate of interest. A firm expects to obtain a rate 

proposed investment project. 


of return equal to 6 per cent from a 
If it can borrow funds from the market at 4, per cent to finance 


the project, then it will be profitable for the firm to borrow and 
start making investment goods. Even if it has not to borrow 
funds for the project, which it can finance out of its own resources, 
it will still have to take the current rate of interest into account, 
If, instead of investing in the project, it lent the funds in the market, 
it could have obtained a return on its funds at the current rate of 


A firm that seeks to maximise profits will not invest if the 
of capital is less the current 


expects to obtai 


the project. 


rate of interest. 
marginal efficiency of capital is higher than the 
their investment. But 


ill go on adding to 
marginal efficiency 


ent goods increases, 
to the rate of interest. 


marginal efficiency of 


interest. 
marginal efficiency 
Thus so long as the 
rate of interest, firms W 
as the stock of investm: 
of capital will decline until it becomes equal 
Other things being equal, the higher the ; 
capital, the larger will be the volume of investment and vice versa. 
The higher the rate of interest, the smaller will be the volume of 
investment and vice versa. The volume of investment will thus 
be carried up to the point at which marginal efficiency of cepital 
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becomes equal to the rate of interest. We have then advanced 
another step in our analysis. 


MARGINAL EFFICIENCY OF CAPITAL: On what does marginal 
efficiency of capital depend ? Imagine a businessman contemplating 
the installation of a factory for making cotton piece-goods ; what 
factors would he take into account in estimating the probable net 
yield from his investment ? 


An important factor is to be found in the expected demand 
for the products of the factory, both present and future. A large 
and especially a rapidly increasing demand for cotton piece-goods 
will be favourable to marginal efficiency of capital, and more 
investment will naturally be made. For this purpose, it is not 
the current demand, but the expected future demand during the 
lifetime of the plan that will influence estimates of the net yield 
from investment. On many occasions, however, expectations about 
future demand are considerably influenced by current experience : 
to this extent current demand will be a factor in determining the 
net yield from investment. 


The rate of growth of population is also relevant in this 
connection. A rapidly growing population is usually supposed 
to raise marginal efficiency of capital. Growing population means 
growing market for various classes of goods, while a declining 
population results in a shrinking market for goods. 


Another factor is the rate at which inventions and technological 
improvements are taking place in the industry. This tends to raise 
the marginal efficiency of capital. The best illustration is furnished 
by the history of the development of the automobile industry. 
When motor cars came into general use, it stimulated the growth 
of the glass industry, the rubber industry, the iron and steel 
industry, etc. A large number of factories were set up to 
manufacture motor parts; hundreds of repair shops were estab- 
lished. The whole countryside became dotted with petrol stations. 


Three other factors are also important :—existing stock of 
capital goods of this type, the rate of investment currently 
going on in this field and the state of business confidence. Other 
things being equal, the larger the stock of existing capital goods 
of this type, the lesser will be the marginal efficiency of capital. 
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As in the case of demand for a product, a large stock of capital 
goods in an industry would discourage potential investors from 
entering into the making of such goods. Similarly, if a large 
number of houses is already being constructed in a locality, people 
would not like to invest further in the construction of houses. 
Thus the rate of investment currently going on in any industry is 
an important factor in influencing marginal efficiency of capital. 
If it is known that a considerable number of cotton textile mills 
is already being set up, new investors would hesitate to invest in 
that direction, unless demand conditions are expected to be 
extremely favourable. 

Much will, of course, depend on the state of business confid- 
ence, It is not easy to form a correct estimate of the rates of 
return on an investment in the next ten or fifteen years. If 
businessmen are optimistic, they will form in general a more 
favourable estimate of the net returns than if they are in a 
depressed mood. Thus the temper of the business community is 
an important factor in the determination of the marginal efficiency 


of capital. 

Lastly, marginal efficiency of capital is also affected by the 
rates of taxation. Costs are increased and profits are lowered 
by the various taxes levied by the government. Very high rates 


of taxes may retard investment, especially if the business community 


is not in one of its optimistic moods, 

Thus marginal efficiency of capital is influenced by (a) the 
expected demand conditions, (b) the rate of growth of popula- 
tion, (c) making of inventions and other technological develop- 
ments, (d) existing stock of capital goods of that type, (e) the 
rate of investment currently going on in the industry, (/) the state 
of business confidence and (g) the rates of taxes. 

THE RATE OF INTEREST AND INVESTMENT : We have stated 
that the rate of interest is one of the two factors determining the 
volume of investment. Given the marginal efficiency of capital, 
the higher is the rate of interest, the smaller will be the volume 
of investment ; and the lower the rate of interest, the larger will 
be the volume of investment. This can be proved whether we 
regard the rate of interest as a cost factor or as a factor of 
capitalisation. The higher the rate of interest, the higher the cost 
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of production. Interest is a cost which businessmen must pay 
when they invest. When cost of borrowing increases, businessmen 
will borrow less money and so their investments, whether in stocks 
of goods or in machines and tools, will decline. The opposite will 
happen when the rate of interest falls. Interest payments form in 
general a small part of the total expenses of production except in 
certain lines of production. So a rise in interest rates by one or 
two per cent will not materially affect the decisions of businessmen. 
The rate of interest, however, influences the capitalisation of invest- 
ment goods. When the rate of interest rises, the value of capital 
gcods will fall. At 3 per cent a government security yielding 
3 per cent will be worth Rs. 100; if the rate of interest is 4 
per cent it will be worth only Rs. 75; at 5 per cent Rs. 60 and 
so on. Thus when the rate of interest rises, the values of securi- 
ties will fall. This is likely to lower the incentive to invest on 
the part of bus/nessmen. If the rate of interest is lowered, prices 
of securities will rise and ordinary shares will also rise in prices 
because profits will be capitalised at the lower rate of interest. In 
such circumstances businessmen would naturally like to float more 
shares and invest the mcney in investment goods. Thus the volume 
of investment may be regarded as interest-elastic. 


This has been questioned by a number of economists. 
According to them, changes in the rates of interest to the extent 
of (say) 1 to 2 per cent are not likely to influence the behaviour 
of businessmen. Enquiries conducted by a group of Oxford 
economists in 1938 supported this contention. In many lines of 
industrial production, businessmen have to face great risks ; their 
est'mate of the marginal efficiency of capital varies widely as a 
consequence. Hence a rise or fall in the rate of interest by 1 to 
2 per cent will be regarded as of secondary importance. If, as a 
result of pessimistic expectation, marginal efficiency of capital 
falls to nevative levels and businessmen ant'cipate losses even on 
the best investments, a fall in the rate of interest by 1 to 2 per cent 
or even a zero rate of interest will not stimulate investment under 
such circumstances. Hence these ec-nomists concluded that the 
vclume of investment was rot interest-elastic. 


There is certainly a good deal of truth in this contention, 
But to admit this is not to deny the influence of the rate of interest 
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on the volume of investment. While effects of a change in the 
rate of interest on the decisions to invest in highly r'sky lines of 
production may be doubtful, there are many other lines of business 
like house-building, road and bridge construction, construction and 
electrification of railways, major capital reorganisations in the 
basic industries like the iron and steel industries, where the risks 
of investment are considerably small. In such industries the effects 
of changes in the rate of interest on the volume of investment may 
be decisive. Even in the more risky enterprises, the bus'nessman 
*may not be entirely uninfluenced in the timing of his project if 
he knows, for example, that he could eazn, say, 10 per cent per 
annum on any funds available for investment by placing them for 
the next year or two in government securities, whereas he is likely 


thereafter only to lose 23 per cent on any money which he with- 
draws from such securities"? Whatever the range of estimates of 
marginal efficiency of capital some businessmen who have been 
hesitating will be influenced favourably towards investment by a 
fall in interest rates, while some who are on the margin of dcubt 


will probably refrain from investment by a rise in the rate of 


interest. 
DETERMINANTS OF THE RATE OF INTEREST : What factors 


determine the rate of interest ? Interest is the price charged for 
the use of money, and is determined on the one hand by the 
been issued and on the other hand 


quantity of money that has 
by the demand for money. Demand for money means the demand 
for holding money, and our next task is to analyse the components 


of the demand for money. People went to hold money from four 
different motives, viz., income motive, business motive, precautionary 
motive and speculative mot've. Consumers want to hold money 
to bridge over the interval between their receipts and expenditure. 
This demand is related to their incomes. Businessmen demand 
to hold money for a sim'lar purpose. All of them demand mney 
to meet unforeseen contingencies. These three motives constitute 
what has been called the active transactions demand for money. 
This is related to the volume of transactions to be financed. which 
jn its turn, depends upon the levels of income. Hence we have to 
focus attenton on the fourth motive :—speculative demand for 


eu uu ub. MALOS j 
2 Meade, Planning and the Price Mechanism, p. 2728. 
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money. When people expect a rise in the prices of securities, they 
would probably get rid of extra cash in their possession in exchange 
for securities. The opposite will happen when they expect a fall 
in the prices of securities. Thus more money may be held as a 
protection against an anticipated fall in the prices of securities. 


Since the rate of interest is inversely proportional to the 
price of securities, the amount of money held on account of the 
speculative motive is very sensitive to the rate of interest, especially 
at very high and very low levels, At a high rate of interest, people 
will hold only a small amount of idle money on account of two 
reasons. First, the keeping of idle money will mean a great loss 
as the money, if invested at the current rate, would have earned 
the high interest. Secondly, at such a high rate, a belief gains 
ground that downward changes in the rate of interest are bound to 
come. In other words, prices of securities are expected to rise. 
So people will want to shift now to securities, and to hold smaller 
quantities of money. At a low rate, people will hold larger 
quantities of money because cost of holding idle money is now 
small and because people expect that the rate of interest will rise 
in the future. 


Since money is the most liquid of all assets, demand for 
holding money means the same thing as the preference for liquidity. 
Hence the theory is known as the liquidity-preference theory. The 
strength of the preference for liquidity is highly variable. At one 
time it discourages the holding of idle money, as when people 
expect the prices of securities to go up. At another time people 
may hoard large sums of cash, as when they expect security prices 
to fall to low levels. 

At particular levels of the rate of interest people will want 
to hold an amount of money determined by their liquidity- 
preference. If the actual supply of money is increased by the central 
bank, people will find themselves in possession of extra cash— 
more than they want to hold at the present rate of interest. They 
will, therefore, try to get rid of the extra cash in exchange of 
securities. This will raise the prices of securities. In other words, 
the rate of interest will fall until people are induced to hold the 
extra cash at the lower rate of interest. If, however, the actual 
amount of money is less than what the public want to hold at 
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the current rate of interest, they will begin to sell securities to get 
the desired amount of cash in their possession. As a result, security 
prices will fall, ie., the rate of interest will rise, At the higher 
rate people's demand for cash will decline until it becomes equal 
to the actual amount of money. "Thus the rate of interest is deter- 
mined by the interaction of the supply of money and the liquivity- 
preference of the people. 


DETERMINANTS OF INCOME AND EMPLOYMENT : We have given 
a broad analysis of the factors which determine the level of income 
and employment. It remains to piece them together and to show 
how through the interaction of these factors the level of income 
and employment is uniquely determined. 


THE MULTIPLIER AND THE ACCELERATION : What is the relation 
between investment and income ? We know that the level of 
income depends on the volume of investment. When the volume 
of investment increases or decreases, the level of income rises or 
falls. Is the rate of change in investment related in any way to 
rate of change in income ? Does the level of income rise by 
Rs, 100'when investment increases by Rs. 100 ? Or does it rise 
by a larger or smaller percentage? Here we are going to 
analyse the effect of a change in investment upon income and 
employment. 


THE MULTIPLIER: Let us start with a situation. where 
national income is Rs. 100 crores, and propensity to consume is 
such that consumers spend Rs. 80 crores, and that investment is 
going on at the rate of Rs. 20 crores a year, Since income is 
Rs. 100 crores and consumption is Rs. 80 crores, saving is equal 
to Rs. 20 crores, and is thus equal to investment. So long as 
propensity to consume and investment remain unchanged, there 
will be no change in the level of national income. 


But, suppose that due to some reason or other, investment 
rises by Rs. 1 crore so that total investment is now equal to 
Rs. 21 crores. How will this increase in investment affect the 
level of national income ? When investors spend an extra sum 
of one crore of rupees, sellers of investment goods will receive 
an additional income of Rs. 1 crore. Thus an increase in invest- 
ment by Rs. 1 crore raises national income by Rs. 1 crore 


?7 
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in the first instance. This is, however, not the end of the matter. 
When A spends more money on buying B's goods, B's income is 
raised. B will then spend more money on consumption, which 
may, in its turn, increase C's income, who will then spend more 
than before and so forth. Thus sellers of investment goods whose 
incomes have increased by Rs. l crore will spend more money 
on consumption. The higher the income, the larger the expenditure on 
consumption which depends on the margina: propensity to consume. 
The rate at which consumption changes in response to a change in 
income is known as the marginal propensity to consume. Let us sup- 
pose that marginal propensity to consume is equal to 7/3. That 
is, two-thirds of every rise in income is spent on consumption and 
onethird is saved. Marginal propensity to save, which is the 
counterpart to marginal propensity to consume, is then equal to 


one-third. 


Since marginal propensity to consume is */s, sellers of invest- 
ment goods whose incomes have first increased by Rs. 1 crore will 
spend two-thirds of this (ie, Rs. 66 ?/3 lakhs) on consumption. 
This is the second round of the increase in incomes which has now 
increased by Rs. 1-66 2/3 crores. Sellers and producers of consump- 
tion goods in the third round now find that their incomes have 
increased by Rs. 662/, lakhs ; and they will then spend ?/, of 
Rs. 66 ?/; lakhs, i.e., Rs, 44 4|9 lakhs on consumption. Total income 
is now raised by 211 1/9 (Ze, Rs. 1 cr. +66 2|3 cr.-- -44 4l9 cr.) 
crores. This is the third round of the increase in incomes, In 
this way, as people who receive higher incomes proceed to spend 
more money on consumption, incomes of others increase, who, in 
their turn, spend more, and this goes on until the level of money 
income rises by Rs. 3 crores, when further increases in incomes 
will stop. This can be found out by adding together all the increases 
in income that will take place. This ratio of the increase in the 
total income to the increase in investment is called the multiplier. 
Since in our illustration, investment increased by Rs. 1 crore and 
the income by 3 crores, the multiplier is equal to 3. 


Is there any rule by which the extent of the increase in income 
^an be determined ? Whatever the level of income, the volume 
of investment must be equal to saving. When investment increases 
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by Rs. 1 crore, saving must also rise by Rs. 1 crore, When 
marginal propensity to consume is equal to ?/5, people save only 
one-third of the increase in their incomes. Thus their saving will 
increase by Rs. 1 crore only when their incomes increase by 
Rs. 3 crores. When investment increases, income will rise to the 
extent necessary for generating a volume of savings (out of that 
income) equal to the increase in investment. We can trace the 
relation between the multiplier and marginal propensity to consume. 
Let M be the multiplier and r be the marginal propensity to consume. 
The relation between M and r may be found out from the 
following : 


E EE 


Since we assume that r is equal to 2/5, 1—r is equal to !/; and 1 
is equal to 3. The multiplier is then equal to 3. 


Let us next suppose that marginal propensity to consume is 
equal to 94 instead of 2/3. In other words, it is now assumed to 


be higher. The multiplier will then be equal to 


UR 
1—M Le. 4 
In other words, the level of income will rise by 4. 2 When 
marginal propensity to consume is high, the multiplier will also 
be high and the rise in income will also be high. The multiplier 
is the reciprocal of the marginal propensity to save. 


The question may be asked, why will not the initial increase 
:n investment and income spread and spread thereby raising 
us definitely ? Why does not the process go on endlessly ? 
cH 6s. E id the fact that “leakages” occur in the process of 
kde n t portion of higher incomes which is saved ‘leaks’ 

ü the E and does not add to the income-etream, 
de Je of the higher income is spent, and none is saved, 
ip te me n o on endlessly. But if a part is saved, the process 
br pd come to an end, the rate of expansion in 
of expans'o 


expansion. 
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income depending upon the reciprocal of the proportion that is 
saved.? 


THE ACCELERATION EFFECT: The theory of the multiplier 
analyses the effect of an increase in investment upon the level 
of incomes. This is, however, not the end of the matter. In 
order to determine the total effect of the increased investment 
upon income, we must take account of the fact that an increase 
in income brought about by the rise in investment will also induce 
further private investment, and so start another round in the 
process of expansion of income. The latter is known as the 
acceleration effect. 


When the volume of investment rises by Rs. l crore, con- 
sumplion expend'ture will increase by Rs. 66 ?/, lakhs, if the 
marginal propensity to consume is 2/,. Now as consumption 
expenditure rises, business firms dealing in consumers’ goods will 
find their sales increasing. They will send more orders for such 
goods, and manufacturers will be induced to expand their invest- 
ment in the making of such goods. When more textile goods are 
being sold, textile mills install more looms and spindles. Thus 
the level of investment also depends upon the rate of change in 
income, and the consequent change in consumption. An increase 
in income thus “accelerates? the increase in investment with all its 
consequences. That is why it is called the acceleration effect, and 
the ratio of the secondary change in investment induced by the 
change in consumption expenditure to the change in such 
expenditure is known as the acceleration co-efficient. If, for 
example, an increase in the consumption expenditure by Rs. 2 crores 
induces businessmen to increase their investments by two-thirds of 
the initial rise in investment, the acceleration co-efficient is equal 
to two-sixth. 


The acceleration principle may work out in three different 
ways. First, let us suppose that demand for consumers’ goods 
is at the rate of 1,000 units per week, and that dealers, on the 
average, keep stock equal to 1.000 units. If demand for this 


, ,SFor a very good discussion of the complications of the theory of the 
imult'plier. see an article by G. L. S. Shackle, "Twenty Years On: A Survey 
of HL of the Multiplier” in the Economic Journal, June 1951, 
p. -60. 


| 


THE THEORY OF EMPLOYMENT 421 


product rises to 1,100 units per week, dealers would have to 
purchase 100 units to make up for the fall in stocks caused by 
the first week's larger sales, and for another 100 units if they 
want to keep one week's sale in stock as before. In other words, 
their purchases will increase by 200 units. A ten per cent increase 
in sales has thus led to a 20 per cent increase in purchase by 
dealers. The effect of the initial rise in demand has been 
accelerated. 


Secondly, if demand for durable consumer's goods increases, 
the increase in demand for capital goods required for making these 
consumer's goods will also be accelerated. Let us suppose that there 
are 100 sewing machines and their average depreciation is 10 per 
cent, ie, only 10 machines have to be replaced every year. If 
demand for sewing machines does not change, then manufacturers 
of such machines need produce only 10 machines per year. If, 
now, demand for sewing machines rises by 10 per cent, 
manufacturers must, then, produce 20 machines (10 for replacement 
and 10 for new demand). Thus a ten per cent increase in demand 
has led to a 100 per cent increase for the volume of capital goods 
necessary to produce sewing machines. 


Lastly, if demand for capital goods changes, the demand 
for the machines which make these capital goods will change in an 
accelerated manner. A simple example will clarify the working 
of the acceleration effect. Let us suppose that there are only 400 
textile mills in India, using a particular type of loom. There are 
400 looms of this type, and 10 per cent of them have to be replaced 
every year. The capital goods industry producing these looms will 
then manufacture 40 looms every year, and its installed capacity is 
such as to turn out this number of looms. If, in response to 
increased demand, ten more textile mills are established in any year, 
demand for such looms rises by 10 units. The capital goods 
industry making looms will have to supply 50 looms (40 for 
ement and 10 for additions). Thus a 2:5 per cent increase 
in the demand for looms has given rise to a 25 per cent rise in the 
demand for capital goods for making looms. Should the demand 
for looms rise next year by another 10 units, the capital goods 
industry making looms will have to supply in that year 41 looms 
for replacement and 10 looms for new additions, i.e., 51 looms in 
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all That is, an increase in the demand for looms by 2-4 per cent 
has raised the demand for the capital goods by only 2 per cent. 
Thus while the increase in the demand for additional looms has 
fallen by 1 per cent from the last year's level, demand for machines 
for making looms actually rises from 25 per cent in the first year to 
only 2 per cent in the second year. Should the demand for looms 
in the third year remain at 420 looms as in the second year, the 
demand for the machines for making these looms, will fall down 
to 42 per year, whereas the industry has already expanded capacity 
to produce 51 looms per year. The industry, therefore, would 
experience a very sharp decline in demand, though demand for 
looms remains the same as before. 


The acceleration effect is also known as the principle of derived 
demand. It shows how a small change in the demand for goods 
will transmit itself with accelerated force to capital-goods industries. 


THE INTER-ACTION OF THE MULTIPLIER AND ACCELERATION : 
When investment changes, the effects of the multiplier and the 
acceleration are combined together. When an increase in invest- 
ment occurs, incomes are raised up to the level depending upon the 
multiplier. This increase in income will induce a further increase 
in investment, the extent of the rise in investment being dependent 
on the acceleration co-efficient. This induced rise in investment 
will start the multiplier process again, tending to further rises in 
income, causing, in its turn, another rise in investment and so on.* 
The total of these multiplier and acceleration effects is called the 
leverage effect. 


Thus when the multiplier is combined with the acceleration 
effect, there will be a continuous rise in income. Will this process 
of expansion ever end ? If both marginal propensity to consume 
and the acceleration effect are very high, the process of expansion 
will go on to higher and higher levels until the ceiling of full 
employment of labour or capital stock is reached. At this point 
output will flatten out and induced investment will cease. Apart 
from this case, so long as the marginal propensity to save is 


mox EE UI ies puis 

: 4 For a very good discussion, see P, A. Samuelson, "Inter-action between 
the Multiplier Analysis and the Principle of Acceleration", republished in 
the Readings in Business Cycle Theory. 
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positive, the rise in income will be slowed down progressively as a 
continuously larger part of the increase in income is saved. This 
fact eventually brings about a decline in induced investment. In 
the illustration on the working of the acceleration effect, we have 
seen that in the third year an increase in the demand for goods by 
almost the same percentage causes a serious decline in the demand 
in capital goods industries. When this decline in induced 
investment exceeds the rise in consumption, a decline in income will 
begin. Thus in spite of the acceleration effect, a positive marginal 
propensity to save will eventually halt the process of expansion in 
income. Moreover, a continuous increase in investment tends to 
lower the marginal efficiency of capital until further investment 
is no longer profitable. 

Summary: We are now in a position to summarise the main 
points discussed so far. Since one man’s expenditure is another 
man’s income, total money income of a community is equal to its 
total spending. Total spending may be divided into two parts,— 
expenditure on consumer’s goods and expenditure on investment. 
The two together make up total spending and total income. The 
volume of employment also depends on total spending, and therefore 
on the total income. If there is to be full employment, total 
spending must then be high enough to provide jobs for everybody 
who wants a job. 

The volume of employment or the level of income, therefore, 
depends upon the expenditure on consumer’s goods and that on 
investment : in short, upon consumption and investment. 

Expenditure on consumption depends on two factors, total 
income and the propensity to consume. The latter is that proportion 
of money income which is spent on consumption. So given the level 
consumption depends upon the propensity to 
consume. As income rises, consumption will also increase. But 
it will increase generally by a smaller percentage. In other words 
ihe propensity to consume is less than unity. Under ordinary 
conditions propensity to consume is, more or less, a stable factor. 
The volume of consumption is, therefore, a residual factor, rising 
or falling with income and investment. 

Hence the most dynamic factor in the determination of income 
and employment is investment. It is fluctuations m jnvestment 


of money income, 
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Which are primarily responsible for fluctuations in income and 
employment. Investment, in its turn, depends upon two factors, 
—marginal efficiency of capital and the rate of interest, The rate 
of interest is determined by the quantity of money and the liquidity- 
preference schedule, These three,—marginal efficiency of capital, 
the liquidity-preference schedule and the quantity of money— 
together determine the volume of investment, The relation between 
these three can be traced in the following way. The rate of interest 
will be such as will equate the quantity of money to the schedule of 
liquidity-preference. Once the rate of interest is thus determined, 
the volume of investment will be such as will bring the marginal 
efficiency of capital in equilibrium with the rate of interest. The 
volume of investment goes on increasing or decreasing until the 
marginal efficiency of capital is equal to the rate of interest. 

Given the volume of investment, how do we find out the level 
of income ? Another cornerstone of the theory is that investment 
is equal to saving. So when investment increases by a given 
amount, the level of income must rise sufficiently high as to induce 
the people to save an equal amount of money. If investment 
increases by ten crores of rupees, income must rise so high as to 
yield an extra ten crores’ worth of saving. The rise in the level 
of income, therefore, depends upon the proportion of their income 
which people save. If people save one-third of the increase in 
their incomes, the level of incomes must rise three times, In other 
words, to induce the people to save an extra ten crores, income must 
rise by 30 crores, as one-third of 30 crores in equal to ten crores. 
The term, ‘marginal propensity to save’, is used to denote the pro- 
portion of the change in income which is saved by the people. If 
marginal propensity to save is one-third, income will change by 3 ; 
if marginal propensity to save is equal to one-fourth, income will 
change by 4. The change in income will be the reciprocal of the 
marginal propensity to save. The rate by which income changes, 
following a change in investment, is called the multiplier. When 
marginal propensity to save is equal to one-third, the multiplier is 
equal to 3. The multiplier is the reciprocal of the marginal 
Propensity to save. Marginal propensity to save is the counterpart 
of the marginal propensity to consume. What is not consumed is 
saved. The level of income is, therefore, determined by the volume 
of investment and the marginal propensity to consume. 
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A further factor has to be taken into account. As income 
changes under the impact of changes in investment, this will change 
businessmen's expectations and so will raise or lower the marginal 
efficiency of capital. As the latter changes, the volume of investment 
will also change. This induced investment, induced by changes in 
income, is called the acceleration. The effect of the principle of 
acceleration is to cause further changes in income. Thus the final 
level to which income will rise or fall will be the resultant of the 
two effects—the multiplier effect and the acceleration effect. 


WAGES AND EMPLOYMENT: Is there any relation between the 
rates of wages and the volume of employment ? Here we come to 
one of the most controversial problems in economics. The simplest 
relation that comes at once to the mind is that if wages rates are 
high, employment will be low and vice versa. So when wages rates 
are cut during a period of depression this will increase the volume 
of employment. A cut in wages rates reduces the costs of a 
businessman ; so he will lower his prices and at lower prices his 
sales are expected to go up. Naturally he will offer more 
employment. This may be true of an individual businessman, But 
the matter becomes complicated when all businessmen introduce 


wage cuts. 


An all-round wage cut will of course mean an all-round 
But this will cause the money incomes of the 
wage-earners to fall, and so their expenditure on consumption will 
tend to decline. Aggregate demand for goods will, therefore, fall. 
Wage cuts are double-edged ; they reduce costs and reduce money 
incomes and therefore the total demand. There is therefore no 
certainty that wage cuts will result in increased employment. This 
will be the case if total demand falls less than the fall in costs. But 
there is no guarantee that this will happen. 


reduction in costs. 


The matter is, however, more complicated. The fall in costs 
and in total demand may have indirect but favourable effect on 
employment. First, fall in income means smaller sales of goods, 
and so small volume of transactions.» The transactions demand 
for money falls, and if the quantity of money remains the same, the 
supply of money to satisfy the speculative motive will increase. 
Given the same demand for liquidity, the rate of interest will tend 
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to decline. This lowering of interest may lead to increased 
investment arid so to more employment. Moreover, a cut in wages 
may induce businessmen to substitute labour (which is now cheaper 
because of wage cuts) for other factors on production. So the 
employment of labour may tend to increase. This will, however, 
happen only if wage rates are flexible while prices of other factors 
are rigid. But it seems more reasonable to assume that prices of 
other factors are also flexible. In that case wages cuts may be 
followed by reductions in the prices of other factors, and so may not 
lead to the substitution of labour for other factors, If, however, 
one sticks to the assumption that while wages are flexible, prices of 
other factors such as interest charges, rent etc., are rigid, this fact 
will tend to reduce the aggregate demand. A cut in wages means a 
reduction in the incomes of Wage-earners whose marginal propensity 
to consume is very high ; while money incomes of interest-receivers 
and rent-receivers remain the same. As their marginal propensity 
to consume is low, the aggregate demand is, on the whole, likely to 
decline. The result will be unfavourable to employment. 


Wage cuts may also be followed by favourable effects on 
foreign investment. When Wages are reduced only in our country, 
prices of exports produced by us will fall in foreign markets. This 
will stimulate exports and so tend to make the balance of payments 
favourable to us. In other words, our foreign investment will 
increase, leading to more employment. If, however, there are 
expectations of further wage cuts, foreign countries may not buy 
in large quantities at the present moment. In that case foreign 
investment may actually decline, 


The effect of wage cuts upon the volume of employment 
depends not only on investment but also on what happens to the 
Propensity to consume. Since propensity to consume depends on 
the distribution of income. Wage cuts are likely to lower the pro- 
pensity to consume. This is obvious from the fact that wage cuts 
lower the incomes of wage-earners. On the other hand, the indirect 
effect of wage cuts on the propensity to consume may be favourable. 
In so far as wage cuts leads to lower prices, this increases the real 
value of liquid assets, When the real value of the accumulated 
Savings increases, consumers feel richer and may spend more money 
out of their incomes, This will tend to raise consumption and so 
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to increase employment. The extent of this favourable effect will 
depend upon how widely are the liquid assets distributed in the 
community. 


Thus there is no certainty that wage cuts wi . increase employ- 
ment. The factors that favour employment seem to be roughly 
balanced by those that reduce it. The relation between wages and 
employment is thus extremely complex. “There are few, if indeed 
any, economists now who will dogmatically assert either that wage 
cuts will surely increase employment or that such cuts cannot 
possibly have any favourable effect. There are too many unknowns 
that vary with special conditions and special circumstances." 


: 
5 Hansen A. H.—Monetary Theory and Fiscal Policy, p. 126. 
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CHAPTER XL 
UNEMPLOYMENT AND FULL EMPLOYMENT 


One of the most important practical problems facing all 
industrial countries is the existence of unemployment among the 
population. In all such countries the supply of labour tends usually 
to be fixed in the short period. The demand for the services of 
labour is, however, variable on account of the changing consumer 
preferences. Hence maladjustments are bound to occur between 
the demand and the supply of labour. The result will be 
unemployment. 


It is, first of all, necessary to define the term “unemployment.” 
As commonly understood it does not refer to unemployment among 
leisured classes. Tt only refers to unemployment among persons 
seeking work. But the latter may remain unemployed due to 
idleness. We do not regard such workers as unemployed. The 
unemployed are those persons who cannot obtain the work they 
want at existing rates of pay. 


Unemployment has been classified by some writers in different 
ways. First, there is casual unemployment. In almost all industries, 
there are sudden fluctuations of activity. At 
one time activity is very brisk, and employers 
require a large labour force to deal with such 
tush of work. At other times work is comparatively slack, when a 
part of the labour force becomes unemployed. This is specially 
the case with dock-labourers. There may thus be a floating surplus 
of the unemployed, called the "reserve of labour." Secondly, there 
is seasonal unemployment. In some industries workers get jobs 
only for a certain period of the year. Such is the case with the 
Sugar industry in India where work is carried on from November 
to April or May. Workers remain idle during the intervening 
period. This is also the case with our agricultural labourers who 
get jobs mainly during the sowing and harvesting seasons. Thirdly, 
another type is known as cyclical unemployment. Unemployment 


Kinds of unem- 
ployment, 
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may be caused by cyclical fluctuations of the industry. The course 
of business shows a wave-like movement, consisting of alternating 
periods of booms and depressions. These trade cycles exercise 
great influence on the volume of unemployment which decreases 
when trade is good and increases when it is bad. Fourthly, some 
unemployment is also caused by changes in the industrial structure 
which are constantly occurring. Modern businesses are essentially 
dynamic ; new machineries and inventions are being adopted, 
throwing some workers out of employment for the time being, 
Demand is constantly shifting from one product to another, leaving 
behind it a trail of unemployment. This is known as “technological 
unemployment.” Lastly, there is another type of unemployment 
due to the frictions to which the economic system is subject. This 
may be caused by the seasonal fluctuations in demand or by loss of 
time between different jobs, etc. This is frictional unemployment. 


The causes of unemployment are extremely complex. We 
can only discuss a few of the main causes. Seasonal unemployment 
is due primarily to climatic and social factors. 
Weather or the course of nature causes varia- 
tions in demand for labour between different 


months. Technological unemployment is due to the growth of new 
trade and the decline of old ones as in the case of the motor and 
horse transport. As motor cars came to be used, the demand for 
horse-drawn carriages declined and a large number of men employed 
in connection with the second industry become. unemployed. It 
may also be due to the rapid introduction of machines which replace 
manual labour as in the case of our hand-spinning and hand- 
weaving industries. Such unemployment may also be due to the 
adoption of plans of rationalisation, etc. Greater mobility of labour 
will often cut short such periods of unemployment. But unfor- 
tunately mobility of labour is often absent in many occupations, 


Such absence of mobility is often a cause of unemployment. 


Cyclical unemployment is bound up with the causes which lie at the 


root of the recurring trade cycles. 

According to classical writers, unemployment was also due to 
the fact that the level of money wages was being maintained by 
trade union pressure at an artificially high level. If, in the face 


Causes, 
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of falling prices, wage-rates are kept rigid, a certain amount 

of unemployment is bound to ensure because 
pala ali at the high rates employers may find it 

impossible to absorb the whole labour supply. 
This analysis has been objected to by Lord Keynes. According to 
him, people are unemployed because the current demand for goods 
and services is not sufficient to absorb all available labour into 
different occupations. Employment depends on the spending of 
the whole income of the people either on consumption or on invest- 
ment. But as the level of money income increases in a community, 
people will tend to spend a smaller proportion of their incomes on 
immediate consumption. So there will be a deficiency of return to 
entrepreneurs who therefore try to cut down the volume of employ- 
ment they offer to the factors. This tendency may be counteracted 
if investment in capital goods expands sufficiently. But in a 
wealthy country, there will be comparatively few new opportunities 
for investment. Hence the necessary increase in the volume of 
investment may not be made with the result that a portion of labour 
force will be unable to find employment.t 


Various remedies have been suggested from time to time to 
solve the problem of unemployment. The remedy for causal 
unemployment iss “decasualization.” The 
Remedies, system of keeping individual reserves should 
be terminated as far as possible, and all causal 
labour should be engaged from central sources. For this purpose, 
Labour or Employment Exchanges should be estabilished. At these 
exchanges, a register is kept regarding the unemployed persons to 
whom jobs under different employers are allocated as these fall 
vacant. Employers notify all vacancies to the exchanges which try 
to find suitable men from among registered works. Seasonal 
unemployment is sought to be tackled by the method of a dovetailing 
one seasonal trade with another. For example, agricultural workers 
may adopt some cottage industries as subsidiary occupations. 
Moreover, employers may be encouraged, where possible, to make 
goods to stock during the slack season, or they can accept advance 
orders. Measures which will increase the mobility of labour are 
— 
* General Theory of Employment, Interest and Money. 
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bound to reduce the volume of unemployment. Provisions should. 
be made for imparting technical training in other trades to workers 
who have lost their jobs due to a shift of demand from their 
industries. A most usually discussed method is large capital 
expenditure by the public authorities to stimulate the collective 
demand for labour. When unemployment is acute, authorities 
should carry out large schemes of development, e.g., construction of 
roads, parks, post offices, ete. This will relieve a considerable 
volume of unemployment. 


In spite of everything that has been done, a number of men is: 
bound to remain unemployed. The government of every 
advanced country has been forced to come to: 
Unemployment the support of these workers by adopting 
RE schemes of unemployment insurance. A central 
unemployment fund is created, consisting of contributions made by 
workers, employers and the state. Workers paid contributions to 
this fund during periods of employment, and obtained “doles” 
when out of work. 


FULL EMPLOYMENT: Unemployment is both a social and 
Hence all modern states have set before themselves 
the task of abolishing mass unemployment. In 
Meaning of full recent times, therefore, the maintenance of full 
Li ment employment is being increasingly regarded as 
the goal of economic policy. It should be noted that the expression, 
“full employment" is not to be understood in its literal sete... It 
refers to the state in which involuntary unemployment is pemg 
kept down so low as not to constitute any serious social problem. 
There will, of course, be a small number of men who will B 
unemployed at any given moment,—persons changing over ee 
one job to another, or persons who are waiting to be jos i 
a different occupation. The existence of this minimum of rictiona 
unemployment" is quite iran d jx p m. $ 
stood by the majority of writers. ‘ 
us un n full employmert is that the men = iia 
unemployed at any given moment should be d p i it 
much delay, new jobs at fair wages within their P pr. 
in a freely competitive system, 
phase. Everyone whose labour 


economic evil. 


According to classical writers, 
sericus unemployment is a passing 
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is worth anything at all would be able, sooner or later, to get jobs 
suited to his capacity. If anybody remained unemployed for any 
considerable time, it only meant that he was demanding more 
wages than he was worth. There would, of course, be some amount 
for frictional unemployment as also unemployment due to the decay 
of some trades or areas. But the competitive economic system 
possessed sufficient elasticity whereby these men could be absorbed 
into different jobs in course of a reasonable period of time. The 
existence of prolonged unemployment can only be due to the fact 
that workers are demanding too high wages. Unduly high rates 
of wages may be due to the pressure exerted by monopolistic trade 
unions. If such monopolistic practices are given up, competition 
will force wage-rates down to the level at which unemployed workers 
can be absorbed into suitable jobs. 


Modern economists no longer accept this view. It is now 
admitted that a reduction of money wages may not cause such 
increase in the volume of employment as to 

Causes of lapses abolish all unemployment. The late Lord 
Tom. eaen Keynes has done much to point out the defi- 
ciencies of the classical analysis and to suggest 

the methods by which the stage of full employment may be reached. 
According to him, the existence of unemployment is due to the fact 
that the demand for the services of labour is insufficient to absorb 
the available supply. Employment depends upon the expenditure 
of the community. Full employment depends upon whether the 
total expenditure of the community is sufficient to provide jobs for 
everybody. Income may be spent on consumption goods and on 
investment goods in a certain proportion. If some people decide to 
spend less on consumption, this deficiency in consumer expenditure 
must be made good by increased expenditure on investment goods. 
If this is not done, there will be a deficiency of demand as a result 
of which all the available labour cannot be absorbed into 
production. According to Keynes, the necessary increase in invest- 
ment may not be forthcoming after a certain stage. And unless 
special steps are taken to stimulate investment and demand, 
unemployment will tend to become chronic in that community. 
The road to full employment may be reached in any of the 
two ways; either by stimulating consumption or by stimulating 
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investment. Since unemployment is caused by a deficiency of 
: demand, we may strive to cure it by taking steps 
poo to ful to stimulate consumption by various measures. 
This is sought to be done by securing a redis- 
tribution of income from richer classes with their low propensity 
to consume to the poorer classes with a high propensity io consume. 
This can be done by increasing the rates of direct taxes on the rich 
and reducing the indirect taxes on the poor, or by paying family 
allowances to the poor. But the main defect of this system ol 
levying very high rates of income tax is that it may depress private 
investment to such an extent that it may lead to a large volume of 
unemployment. 


The generally accepted remedy is the stimulation of invest- 
ment by various means, Investment may be of two types, private 
and public. Steps may be taken to stimulate the volume of private 
jnvestment. Private investment declines on account of the fact 
that there takes place a fall in the expected rates of profit. In order 
to prevent the fall in the rate of private investment, the rate of 
interest should be reduced in pursuance of a cheap money policy. 
Or, the rates of income tax may be reduced to such an extent that 
private investment may be stimulated to the degree necessary to 
establish full employment. But the main difficulty of this method 
js that entrepreneurs may be in such a pessimistic. mood that they 
may not respond even to such inducements. Hence this policy 
cannot be regarded as satisfactory, if pursued alone. But measures 
to stimulate private investment may be usefully adopted along with 
other measures to establish full employment. 


Drricip FINANCING : Lastly, full employment can be reached 
by government spending on public investment in a contra-cyclical 
direction. If the government spends large sums of money on the 
ffices, roads, and other public works during 
des subsidies to stimulate mass consumption 
this will increase effective 


construction of post o 
a depression, or provi 
in the shape of family allowances, etc., 
demand directly, and lead to full employment. This expenditure 
should be financed by raising loans in such a way as not to compete 
with private investment. This has been called the method of 
“deficit financing.” This method will bring about a fundamental 
change in the budgetary policy of the government. Uptil now, the 
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governments have rigidly followed the policy of balancing their 
budgets while leaving the national economy in an unbalanced stage. 
On many occasions, such a balancing of the budget has been more 
nominal than real, and often during depressions, the attempt to 
balance the budget had to be given up on account of the 
impossibility of the task. But in future, this policy should be 
rhanged. Deficit budgeting during a depression should now be 
considered a virtue rather than a sin. The state should assume 
responsibility for maintaining total outlay at such a level as to 
establish and maintain full employment. During depressions, the 
attempt to balance the budgets should be deliberately given up. 
As private investment must have shrunk, and outlay on consumption 
had fallen to such an extent as to cause severe depression, the state 
should fill in the gap, and spend more money either on the 
construction of suitable public works (plants of which should be 
previously laid down), or on stimulating mass consumption. The 
budget should be run into a deficit sufficient to provide adequate 
outlay for the maintenance of full employment. During booms, 
publ'e expenditure should be cut down, while large revenues should 
be raised by raising the tax rates. The budget must show surpluses, 
which should then be utilised to wipe off accumulated deficits of 
the years of depression. 


There is no doubt that if this bold policy is pursued and 
government expenditure on public investment and subsidies to mass 
consumption are maintained at a sufficiently high level, a state of 
full employment can be reached. This however, pre-supposes 
perfect mobility of labour if all unemployed workers are to get jobs 
within a short period. But mobility of labour is not as perfect as 
is necessary to secure full employment. Hence it might be necessary 
to adopt two other subsidiary measures. First, the government 
should organize special measures for increasing the mobility of 
labour by establishing labour exchanges, providing adequate 
re-training facilities etc. Secondly, the location of industries should 
be controlled by the state both to prevent overcrowding of 
population and to divert more industries to specially depressed areas. 
For as Lord Beveridge pointed out, there is no sense in using the 
vast developments of transport in order to throw an increasing 
burden cf travel on human beings rather than on goods. 
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Many objections have heen raised against the pursuit of such 
a policy. A fundamental criticism is that this policy may lead to 
inflation. As the economy reaches near the 
Rea stage of full employment, the bargaining 
power of trade unions will increase materially, 
and they may pursue a policy of raising rates of money wages 
beyond the level warranted by productivity. Or, in a backward 
economy, where existing equipment is insufficient to absorb available 
labour, deficit financing will not be followed by an «ppropriate 
expansion in the production of consumer goods. As a result of 
these factors, there may take place a continuous increase in prices 
with disastrous effect on the economic system. The pressure of 
rising wages may, however, be tackled by a policy of price control, 
or the grant of subsidies to stabilise cost of living or the levy of 
higher income taxes. In a backward economy, it may be essential 
to retain in,the hands of government, such measures of control as 
were used during the wartime. 


Another criticism points out the inherent dangers of a conti- 
nuous pursuit of deficit financing. If businessmen expect deficit 
financing to continue in large volumes, they may be affected by the 
fear of impaired credit or of inflation, or of burdensome taxes in 
the future. These are all retarding forces. Doubts have also been 
raised about the dangers of a growing volume of public debt. 
Moreover, according to this policy, the government should take 
steps to check public investment once it is found that private 
investment is reviving sufficiently to take up the slack. But a 
popular government will not find it easy to taper public investment 
off promptly when the need for a stimulus decreases. While 
expenditure lasts it is too tempting to those who could use them as 
political bribes. The combination of skill, integrity and backbone 
necessary for putting a check to the public works programme just 
at the right moment is extraordinarily difficult to find. 


b 
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INTERNATIONAL TRADE 


All trade takes place on the basis of division of labour and 


` specialisation. International trade is no exception to this. A 


person may possess abilities to perform a variety of tasks. But 
he specialises on those in which his ability is the greatest, leaving 
other activities to different individuals. Smilarly, a region or a 
country may possess the resources to produce a large number of 
commodities. But it usually specialises on a narrow range of 
goods, leaving to others the production of different commodities, 
and then exchanges its own products with the output of other 
regions or countries, with mutual benefit to all parties, A man 
may be naturally gifted with the abilities of an engineer, while 
another has a natural bent towards the study of medicine. It is 
to their mutual benefit that the first individual should become an 
engineer, while the second should take up the profession of 
medicine. Similarly, different regions are differently equipped 
with productive resources. It will be to their mutual advantage 
if both specialise in the production of goods in which their com- 
parative advantages are the greatest. In view of such fundamental 
similarities, is there any necessity for a separate theory of 
international trade ? 


INTERNATIONAL TRADE AND DOMESTIC TRADE: Classical writers 
like Adam Smith and Ricardo believed that there was an important 
distinction between domestic and international trade. According 
to them, capital and labour were mobile within a country ; but 
between different countries, such mobility was more or less absent. 
If, within a country, rates of wages were higher in one locality 
or occupation than in another, more people would move to that 
locality, or enter that occupation where wages were higher. As 
a result, labourers of equal efficiency will obtain equal wages within 
the country. But there is no such tendency between different 
countries. “Man is of all sorts of luggage, the most difficult to 
be transported.” Owing to differences of customs, language, 
government, etc.. people are generally unwilling to migrate to 
different countries. Similarly with capital. As a result, rates of 
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wages and interest remained at different levels in different countries. 
Hence a separate theory was necessary to explain the course of 
international trade. 


These assumptions of classical school have been criticised on 
the ground that while labour and capital are not perfectly mobile 
within a country, they are not perfectly immobile between different 
countries! For this reason, some writers have questioned the 
necessity of making any distinction between internal and inter- 
national trade. Of course, it is true that labour is not perfectly 
mobile within a country. There are many obstacles to the free 
movement of labour in a country, and the formulation of the concept 
“non-competing” groups of labour is a recognition of this fact. 


But it is a fact that if we are offered the same rate of interest 
in our own country and in a foreign country, we would invariably 
prefer to invest at home. So long as this preference for home 
and the prejudice against foreign countries remain, rates of earning 
of different factors of equal efficiency would not be equalised 
between different countries. 


Another reason for having a separate theory of international 
trade is that facilities under which productive activities are carried 
on are not the same in different countries. “The citizens of one 
country are subject to the same system of national and local taxa- 
tion, to the same regulations for health, sanitation, factory 
organization, education and social insurance, the same policy with 
regard to transport and public utilities, the same laws regarding 
industrial combination and trade unions, the same commercial 
" Thus facilities of production differ in different countries 


ode. 
; The general level 


according as these regulations are not similar. í 
of costs is thus often different, lower in one country and higher 
in another. Owing to the various activities of the government, 
nations tend to develop barriers, natural and artificial, which impede 
the free working of economic forces between different countries. 


untry has got a different currency system. The 
between different countries therefore give rise 
which are absent in all internal 


Lastly, each co 
exchange of goods 
to foreign exchange operations 
by J. H. Williams “Theory of International Trade 


B-.-. 
icl 
1 See) an xmi poe A Journal, 1929. 


Reconsidered,” in the 
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transactions. These foreign exchange operations often give rise to 
many complications in the course of trade. Moreover, each country 
is under the control of a separate Central Bank, each following a 
separate monetary policy which vitally affects the foreign trade 
of the country. Hence there is some necessity for formulating a 
separate theory of international trade. 


CONDITIONS FOR THE DEVELOPMENT OF INTERNATIONAL TRADE : 
All trade takes place because of differences in costs. International 
trade is no exception to this rule. To illustrate this, let us take up 
the case of two countries producing only two commodities. 


In country A, 


10 days of labour produce 20 units of jute 
10 days of labour d 30 units of jute 


In country B, 


10 days of labour produce 10 units of jute 
10 days of labour 5. 15 units of jute 


In this case, country A is absolutely superior to the country 
B in the production of both these goods. Measured in terms of 
days of labour, difference in costs are absolute between two 
countries. Is there any possibility of trade between these 
countries ? In country A, cost of producing 20 units of jute 
are equal to those of producing 30 units of cotton. So 2 units 
of jute will sell at a price which will fetch 3 units of cotton. In 
country B, cost of production of 10 units of jute is equal to that 
of 15 units of cotton. So in that country also, price of 2 units 
of jute will be equal to that of 3 units of cotton. The ratio of 
costs of two products (ie. 2 units to 3 units) is the same in 
both countries. If the country A sends 2 units of jute to B for 
trading purposes, it will not gain anything as in both countries, 
2 units of jute sell for 3 units of cotton, Thus in spite of absolute 
superiority in both directions, the first country does not gain 
anything by trade with the second. Let us change the example a 
little. Suppose that 


In country A, 


10 days of labour produce 20 units of jute 
10 days of labour » 30 units of cotton 
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In country B, 


10 days of labour produce 10 units of jute 
10 days of labour " 10 units of cotton 


in the first country, 2 units of jute will sell for 3 units of 
cotton as before. In the second country, however, price of 2 units 
of jute will be equal to that of 2 units of cotton. It will now be 
profitable for merchants in country A to send cotton to second 
country so long as it can get more than 2 units of jute by selling 
less than 3 units of cotton. The second country will also gain 
by trade if it can get more than 2 units of cotton in exchange for 
2 units of jute. Suppose that exchange is to take place at the 
rate of 2 units of jute to 23 units of cotton. Each country gains 
3 unit of cotton as a result of trade. Permanent international 
trade can then take place when comparative ratios of costs of two 
products differ in two countries. In the first example, the ratio 
of costs of jute and cotton was 2 units of jute to 3 units of cotton 
in both countries. Hence no trade was possible between them. In 
the second example, the ratio of costs was 2 units of jute to 3 units 


of cotton in country A, and 2 units of jute to 2 units of cotton in 


the second country. As ratios of costs differ, trade can take place 


between them. 

LAW OF COMPARATIVE COSTS : The question naturally arises, 
atios of costs differ in two countries ? The main 
ch differences is that each country is differently 
of the factors of production. Some are 


rich in natural resources like gold or silver mines, coal, iron, etc., 
while others are deficient in such minerals. Bengal has a variety 
of soils and. climate specially suited for the production of jute 

is fortunate in possessing rich, fertile 


d tea; while the U.S.A. 
ps E tracts. Rich countries like England or the U.S.A. 


iti i i i i hort 
antities of capital, while others like India are s 
a Ame 3 . The supply of factors of production is 


in the supply of capital c i 
dui diced in different countries. Hence their relative rates 

f remuneration will also be different in different countries. A 
o 


country which possesses an abundant supply of good land will be 


able to u i very low hile another 
produce agricultural crops at ve low costs, wh 

"d D possesses large capital resources and a skilled labour 

c 


why do the r 
reason for su 
equipped with the supply 
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force will produce manufactured goods at a low cost. Hence costs 
and prices of goods will be different in different countries. Trade 
between them is possible on the basis of differences in comparative 
costs of production. Each country will confine itself to the pro- 
duction of those things in which its efficiency is the highest (i.e., 
which it can produce at lowest costs). It will export these things 
and import others in which its productive efficiency is the least. 


To illustrate the working of this we shall start with a few 
assumptions, We shall, first of all, assume two countries, A and 
B trading with each other in two commodities, wheat and cotton 
cloth. Secondly, both commodities are produced in the two 
countries at constant cost, i.e., whatever the volume of output, cost 
remains the same. There are, moreover, no restrictions on the 
movements of goods between the different countries. 


Classical economists made another assumption. All costs 
were measured in terms of days of labour. They stated the theory 
in this way. 


In country A, 
10 days of labour produce 20 mds. of wheat 
10 days of labour A 20 pairs of cotton cloth 


In the country B, 


10 days of labour produce 10 mds. of wheat 
10 days of labour d. 15 pairs of cotton cloth 


In country A, one maund of wheat will exchange for one 
pair of cloth. The ratio of the costs of the two is therefore 1 : 1. 
In B, one maund of wheat will exchange for 14 pairs of cloth. 
The ratio of costs of two goods in B is 1: 13. These ratios of 
costs are thus different in A and B. A will gain so long as it 
can get more than one pair of cotton cloth by sending one maund 
of wheat. Similarly, B would gain so long as it gets one maund 

- of wheat by sending less than 1% pairs of cotton cloth. Thus 
both would gain if A concentrates on the production of wheat 
only, and exports it to B, which produces only cotton cloth. It 
should be noted that while efficiency of labour in A is greater in 
the production of both wheat and cloth, it has disidas a 
greater advantage in wheat than in cotton cloth. 
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But this way of stating the theory has been criticised on the 
ground that it is based on the labour theory of value as it measures 
cost in terms of days of labour. But the fact 
Criticism of clas ^ (hat there are many different qualities of labour, 
sical theory, : h 
and that other factors of production besides 
labour are necessary in making goods shows the absurdity of 
measuring costs in terms of days of labour. It is an anomaly 
to base the theory of international trade on the labour theory while 
discarding it in the general theory of value. It is necessary, there- 
fore, to restate the law of comparative costs in terms of the modern 


theory of value. 


Let us suppose that the country A possesses an abundant 
supply of good land, but a small supply of capital, while the 
country B possesses a large supply of capital, but land is relatively 
scarce. So in the first country, marginal cost of producing wheat 
is Rs. 3 per maund ; while that of producing cotton cloth is 

ond country marginal costs of producing 


Rs. 4 per pair. In the sec i 
wheat and cotton cloth are Rs. 4 and Rs. 3 respectively. Tabulating 


these figures, we can find that 
wheat is Rs. 3 per md. 


inal cost of producing 
Eam ui i cloth is Rs. 4 per pair. 


» " " 


i ing wheat is Rs. 4 per md. 

In B, Marginal cost of ew nets a 
i nd of wheat is Rs. 3, while that of a 
ir hs n "d P nu other words, that combination of 
p which can produce one maund of wheat can produce 94, pair 
E cloth in A. One maund of wheat will, therefore, be equal in 
.value to three-fourth of a pair of cotton cloth, Similarly 
pee B. one maund of wheat will sell for 1!/s pairs of cloth. 
el A will then find that if it gives up the production of 
ro Ww em on the production of wheat, it will be able 
We E t in B, and obtain more than three-fourth of a pair of 
Ta i ES for one maund of wheat. B will find it 
V us to concentrate on the production of cotton cloth, and 
pee c for the wheat of A. It vill gain so long as it can get 
IA of wheat by sending less than 11/5 pairs of cloth. In 
a alis each country will tend to export goods made by the 


» 
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relatively more abundant factors, and to import other goods whose 
production requires the use of factors relatively scarce in that 
country. 


The theory also takes into account the influence of demand. 
In the example just given, we have seen that A will gain so long 
it can get more than three-fourth of a pair 
Rate of exchange of cloth in exchange for one maund of wheat. 
pet i B will gain so long as it can obtain one maund 
of wheat by sending less than 1!/, pairs of 
cloth. The actual rate at which wheat will exchange for cloth 
will depend on the relative elasticities of demand of two countries 
for goods of the other. The rate of exchange will be such that, 
in equilibrium, the value of a country's export will be equal to that 
of its imports. To take an example, forces of demand are such 
that each country exchanges its products at the rate of one maund 
of wheat for one pair of cloth. Let us next suppose that there is 
an increase in the demand for cloth in A at that rate. But B's 
demand has remained the same. So in order to induce B to buy 
more wheat (or to send more cloth), A must offer better terms to 
B. A must, therefore, lower the price of wheat to B, or offer 
higher prices for cloth. In other words, A must offer to send more 
wheat per unit of cloth in order to induce B to buy more wheat 
and to send more cloth than before. Terms of exchange will then 
move against A. The actual terms of trade, thus, depend on the 
relative elasticities of demand of the two countries for the goods 
of the other. 


It should be borne in mind that the doctrine does not mean 
that we should compare the cost of producing wheat in A and B. 
We cannot do that as we do not know the actual terms of trade, and 
unless we know that we cannot compare the costs of production 
of the commodity in both the countries, The comparison is one 
of ratios, the ratios of costs of wheat and cotton in B with the 
similar ratios in A. If two ratios are different, trade can take 
place betwen them. 


The theory has been discussed on the basis of two commodities 
and two countries. But it can be easily extended to cover the 
case of any number of commodities and any number of countries. 
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A country generally possesses facilities for producing a number of 
goods. These can be arranged in descending order of comparative 
advantage in the following way. A country can produce, by 10 days 
of labour, 30 units of cotton, 20 units of jute, 15 units of wheat, 
10 units of tea and 8 units of rubber, and so on. Which of these 
commodities will be exported or imported will depend on the terms 
of trade, i.e., upon the rate at which it obtains imports by sending 
its exported goods. The more favourable the terms of trade, the 
smaller will be the number of commodities it will have to export 
to obtain a given quantity of imports. The line separating exports 
from other goods is, therefore, a moving one, depending upon the 
movement in the terms of trade. The introduction of several 
countries, instead of two, raises no difficulty. All other countries 
trading with India can be lumped together as one country. 

This is, in short, the law of comparative costs. Its validity 
cannot be seriously questioned. A history of any tariff legislation 
will serve to bring out the essential truth in the theory. For 
example, Taussig? found striking verification of the essentials of 
the theory from the tariff history of the U.S.A. In the Iron and 
Steel Industry, though protection was given to all kinds of 
manufacturers, and though many of them were exported, U.S.A. still 
imported certain kinds of tools and machines. Similarly, in the 
textiles, in spite of protection, U.S.A. imports some finer piece- 
goods and other specialities. The reason is obvious. The U.S.A. 
does not possess the greatest comparative advantage in their 
production, and hence, in spite of tariffs these are imported. 


DIMINISHING RETURNS AND COMPARATIVE COSTS: In the 
it was assumed that both commodities are 
Now it is necessary to remove this 
produced under 


example given above, 
produced at constant cost. 
assumption. Suppose that commodities are 
conditions of diminishing returns. 

In the example discussed above, we assumed that A would 
concentrate on the production of wheat, and exchange part of its 
wheat for the cloth produced in B. But as A produces more wheat 
to be exported to B, the marginal cost of production of wheat 
increases. After a certain stage, A will find that further concentra- 
tion on wheat production will be unprofitable. Moreover, as more 


2 Taussig. International Trade. Chap. 16, pp. 178-196. 
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and more factors are withdrawn from the production of wheat 
in B, its marginal costs falls, B will find that it is no longer profit- 
able to transfer resources from the production of wheat to that 
of cloth to be exported to A in exchange for the latter’s high-cost 
wheat. Hence B will retain some of its resources in the production 
of wheat, especially on those superior plots of land where the 
marginal cost of production is low. Therefore the result of the 


on the terms of trade, 


GAINS FROM INTERNATIONAL TRADE: What are the factors 
which determine gain from international trade ? In the first place, 
the extent of total gain from international trade will depend on 
differences in cost-ratios in two countries. The more the compara- 


tive cost ratios differ, the greater is the area in which profitable 
trade can be carried on, “A 


They buy what to them seems cheap and sell what to them seems 


dear. The bigger the gap between what to them seems low points 
and high profits, and the more important the article affected, the 
greater will the gain from trade be."3 If labour is highly efficient 
in the production of wheat in A and also in the production of 
cotton in B, there is a reasonable chance that both 
will be greater. The extent of gain, therefore, 
relative efficiency of labour in both countries, So 
of foreign labour engaged in the production of imported goods 
increases, we shall gain considerably; but if their efficiency increases 
in the production of goods we export, we shall lose, 


Countries’ gain 
depends on the 
if the efficiency 


Secondly, the extent of gain obtained by any one country 
depends on the terms of trade, i.e., the ratio at which one commodity 
is exchanged for another. If the ratio is l to 1, B will gain in a 

greater degree. Left to itself, it gets one maund 
The extent of the wheat in exchange for 11/5 pairs of cloth. But 
fien Y. ae on now by trade, it is getting one maund of wheat 
by selling one pair of cloth and is gaining one- 
third pair of cloth. In A, if there were no trade, one maund of 


3 Harrod. International Economics, p. 34, 
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wheat would have to be given in exchange for three-fourth of a 
pair of cloth. But now it gets one pair of cloth by selling one 
maund of wheat in B. A therefore gains one-fourth of a pair of 
cloth. But if the ratio was one maund of wheat to one and one- 
fourth pairs of cloth, B would have gained one-twelfth of a pair 
of cloth, and A half a pair. Much depends, therefore, on the terms 
of trade. 


The terms of trade will, in their turn depend on the play of 
reciprocal demand, i.e., on the elasticity of A's demand for cotton 
and of B's demand for wheat. If A's demand 
Tere is highly inelastic, it will be willing to pay 
Ciprocal demand. nore wheat to get a given quantity of cotton. 
Terms of trade will move against it. But if 
A's demand is highly elastic, terms of trade will tend to move in 
its favour. Similarly, if B's demand is inelastic, terms of trade 
will go against B or in favour of A. To take an illlustration, 
suppose that the terms of trade are one maund of wheat and one 
pair of cloth. A change in demand begins in A, which wants 
more cloth at this ratio. But nothing has happened to change the 
demand-schedule of B for wheat at the existing rate. In order 
to get more cloth A must offer more tempting terms to B. The 
term of trade will move against A. But how far it will move will 
depend on the elasticity of B’s demand for wheat. If B's demand 
is elastic, it will be willing to accept more wheat at a slightly lower 
price and hence to send more cloth. The rate of exchange will 
then move slightly against A. But if B’s demand is inelastic, the 
concession must be greater to induce B to accept more wheat and 
to send more cloth. The terms of trade will move in a greater 
degree against A. That country will gain most from trade whose 
goods are in high demand abroad, but which possesses a low demand 
for foreign goods. In technical language, its demand for ibis 
goods must be highly elastic while the foreign country s ien 
for its goods will be highly inelastic. The term of trade will then 
move in its favour. 
incomes will be an indication and the 
will be shared. A country whose 


abroad will have a high level 


The level of money 
source through which this gain 
goods are in constant demand 
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money incomes. If foreign demand for its exports is high, export 
industries will conduct a prosperous trade and the level of wages 
will also be high in those industries. Owing to competition, other 
industries must also pay the same high rate to labourers ; other- 
wise the latter will shift to export industries. Thus the general 
level of money wages will be high in that country. But though 
the level of money incomes is high, prices of foreign goods will 
be low and the people will gain as consumers of foreign goods. 
Similarly, a country whose demand for foreign products is very 
high will have low money incomes. Prices of foreign products 
will, however, be high and it will lose as a consumer of imports. 


WAGES AND INTERNATIONAL TRADE: What is the effect on 
international trade of the existence of different levels of wages 
prevalent in different countries? It is a common notion with 
E RE idi ^ y writers, especially with protectionists, 
high level of wages that a country with high wages will be under- 
be under-sold all sold all round by a country with low wages. 
round ? E . ; 

The notion springs from the belief that because 
the general level of wages is high, costs of production and prices 
within the country must also be high, and it will be unable to 
compete with countries where wages, costs and prices are lower. 


That this attitude is highly confusing can be shown both by 
theoretical reasoning and actual course of trade. High wages do 
not always mean high costs. If productivity of labour is also 
high, że., if labour produces more goods, cost per unit may 
actually be lower. So prices may also be low. On the other hand, 
low wages may be due to low productivity, and so costs and prices 
may actually be high. A general level of high wages can only be 
maintained if the productivity of labour is also very high. Hence 
a country with high money wages cannot be undersold all round 
by another with low wages. 


The actual course of trade bears out the truth of this 
assertion. The English workers are generally paid at a higher 
rate than Indian labourers. Yet England has steadily exported 
goods to India. The Un'ted States is, by common consent, a 
country with a high level of wages, Yet it is not only exporting 
a considerable volume of goods to all other countries, but the 
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latter are finding it difficult to sell enough goods in the American 
market in spite of their lower wages. 


On the other hand, a country may have a high level of wages 
because its goods are much sought after by other countries. That 
is, terms of trade may be favourable to it, and as a result, its level 
of wages may be high. Thus, instead of high money wages being 
a bar to export trade, they may be an indication of a prosperous 
export trade, and a mechanism through which prosperity is 
enjoyed by the country. 


If Iabour is highly efficient in the dominant industries, a high 
general rate of wages will be established in the country. When 
once the high rate is establ'shed, any particular industry may find 
in that high rate a handicap. For though by competition it will 
be forced to pay the prevailing high rate, labour may not be as 
effective there as in the dominant industries. That country will 
cease to produce those things because its comparative advantages 
are not the greatest in these industries. If, in any industry, any 
group of labour is paid a very low rate of wages, it will tend. to 
export those goods in which that labour is used. But if all wages 
are lower or higher, that would not affect the course of international 


trade. 


NON-COMPETING GROUP AND INTERNATIONAL TRADE: In the 
theory of international trade, we have assumed that within a 
country, labour is reasonably mobile, and 

Dos eg Ne cu relative rates of wages are adjusted to relative 
groups modify efficiencies of d'fferent groups of labourers. 
trade? If 10 days of labour produce 30 mds. of wheat 
and 15 mds. of rice, labourers engaged in wheat production and 
in rice production would get wages in the ratio of 2 to 1. We 
assumed that such is the fact. But suppose that, owing to the 
-competing groups, à particular group of workers 
higher or lower wages than the prevailing rate for 
How will the course of international 
f these non-competng groups ? 


presence of non 
is getting either 
labour of same efficiency. 
trade be affected by the presence o 


ce of mobility, any group of labourers 


ing to the absen 
du that country will possess a 


are in receipt of very low wages, 
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comparative advantage in the production of those goods in which 
that group of labour is emploved. The monev cost of production 
of these goods will be lower than elsewhere. In such circumstances, 
those goods will tend to be exported, and the course of international 
trade will be affected. Such was the situation in the chemical 
industries of Germany before 1914. Because.of the spread of 
scientific education, the number of chemists in Germany was very 
large and they were, therefore, forced to accept low wages. The 
prevalence of this low level of wages for chemists gave Germany 
a comparative advantage in the production of chemical goods which 
were steadily exported. 


But if, in other countries also, there were similar groups of 
labourers (for example, chemists) receiving low wages, the com- 
parative advantage of the first country due to lower money wages 
will be met by similar advantages of other countries. Relatively, 
therefore, the position of no country will be worse or better in 
terms of money costs. And the course of trade will be determined 
as before by the comparative efficiencies of production. Thus, if 
various non-competing groups are in the same relative position in 
different countries, their presence would not seriously modify the 
course of trade. But if relative positions of different groups are 
different in two countries—for example, if chemists as a group 
receive lower wages in Germany and higher wages in the U.S.A.— 
the course of trade would be affected. “But in fact, the phenomena 
of social stratifications are not widely divergent. Non-competing 
groups on the whole are arranged in the same series of grades in 
different countries."* Hence the course of international trade 
will not be materially affected by the presence of non-competing 
groups of labourers. 


THE PROTECTIONIST CONTROVERSY: The protectionist contro- 
versy is as old as economic theory. The desire to protect oneself 
against foreign competition has always been present in one form 
or other. At heart, we are all protectionist and would not like 
competition in any sphere of life, much less from the ‘detestable’ 
foreigners. "Though a much discussed topic, there is still some 
hazy thinking around this old question of Protection vs. Free 


4Taussig. Principles. Vol. I. 
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ae 
"rade. The next section will therefore be devoted to a considers 
tion of this problem. 
FREE TRADE: Free trade means simply freedom of interna 
tional trade. It connotes an absen 


ce of any artificial impediment 


9r restriction on the course of trade that would naturally follow 


tween nations. 


Free trade is the natural corollary of the law of Comparative 
Costs, —nay, of the division of labour itself. 

domestic trade ; the freer ea 
9f both the parties. Just as because of the 


rnal 
trade, a person is able to buy in the cheapest market anq sell in 
the dearest, so free international trade will ensure that a country 
will buy in the cheapest market. The rationale 


Capital of a 
» would tend 
to the greatest 
world and of 
Country applies 
t possesses the 
exchanges these Products 


Country, if not hindered by government regulations 
to flow to those industries where they can be applied 
advantage. Secondly, the total Production of the 
' any individual country will be maximised if each c 
its capital and labour to those industries in which ; 
greatest comparative advantage and then 
for articles which it cannot produce as cheaply as other countries, 
In the long run, therefore, each will gain under freedom of trade, 
| "The fact of trade establishes an overwhelming presumption that 
, commodities obtained from abroad in exchange for exports are 
S0 obtained at lower cost than that which the domestic production 
of the equivalent would entail, If this were not the case they would 
not be imported, even under Free Trade.”5 The third Proposition 
in favour of free trade is based on the defects of protectionist 

. arguments, - 


=- 


1 BE sc bro Propositions. First, labour and 
i 


, Protection: The theory of protection implies that domestic 
industries are to be sheltered against foreign competition by 
“Eorethment "regulation. Protection may be given in a variety 
of ways,. of which the two most notable ones are the imposition 
of duties on foreign goods and the payment of bounties to domestic 


5 Viner. “The Tariff Question and the Economist.” Quoted in Beveridge. 
Tariffs, p. 15. 
29 
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industries. Leaving aside the question which one of them is better, 


we shall now discuss the proposition whether the policy of protection 
is at all desirable. 


ARGUMENTS FOR PROTECTION: Most of the pleas for protec- 
tion are coloured by prejudices rather than by reason, by non- 
economic considerations rather than by strictly economic a 
Many of them are, therefore, easily refuted. We shall try 
them one by one. 


rguments, 
to review 


The most common argument is that of "keeping money at 
home.” “When we buy manufactured goods abroad, we get the 
goods and the foreigner gets the money. When 

Recto, ea we buy the manufactured goods at home we 
get both the goods and the money." This 

famous saying of Robert Ingersoll, often wrongly attributed to 
Lincoln, provides one of the most popular arguments for protection. 
The implications of this policy are never candidly faced. We buy 
from the foreigner instead of from the home producer, because the 
former is offering goods at lower prices. Buying from home 
producers would mean buying in the dearer market, As consumers, 


therefore, we would suffer. We may, of course, agree to undergo 


this loss for the sake of other considerations. But this aspect of 


the policy ought to be put clearly before the public who are to bear 
the burden of protection, 


The next argument is the famous balance of trade argument. 

It is an old mercantilist idea that the object of foreign trade was 
to amass bullion. And for this purpose exports 

Pet trade should be encouraged and imports checked so 
that other countries are forced to send gold 

to our country. It is obvious that if all countries simultaneously 
followed this idea, none would gain. If everybody becomes anxious 
to sell, and nobody to buy where would we all be ? Money or 
gold is not wealth. Our prosperity depends, not on the amount of 
gold in our possession, but on the facilities for obtaining goods at 
cheapest prices. And international trade is the agency through 


which we get goods at cheapest rates. Moreover, in the long run, 


——— — 
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exports and: imports must balance, and no country can go on 
exporting while shutting out imports. 


Next comes the home market argument, mostly used in the 
American tariff controversy. It is a corollary to the idea of 
"keeping money at home." Protection would 
increase the number of persons engaged in 
protected industries and they would provide a 
good market for the products of other industries. But protection, 
by curtailing imports, would lead to a decrease in exports, and 
protected industries would, therefore, gain a home market, while 
the export industries lose a foreign market. 


Home market 
argument. 


The wages argument comes next. lt is claimed that a country 
with high money wages would be undersold by another with low 
wages. Hence the former. country must be 

Wages argument. protected against the latter. The fallacy of 
this line of reasoning has already been pointed 

out. Another form of this argument is that protection would tend 
to make wages high. As a result of the tariff, imports will be 
checked ; gold will flow into the country and its price-level will 
rise. Money wages would also rise. But because of the rise in 
prices real wages would actually be lower. High wages are the 
results ^f high productivity. Whatever lessens the productive 
efficiency of the country would lessen wages. Protection, by 
diverting labour and capital from the most profitable industries, 
would lower "general productivity, general prosperity, general 


wages." 


Protection is often advocated for “equalising the cost of 
? of home and foreign countries. If domestic costs 


roduction : i 
ihe higher than foreign costs by (say) 10 per cent, impose a duty 


of 10 per cent on imports. Thus place both on the same footing, 
let them compete on equal terms. This argument has an 

Lm i ance of fairness." But strictly followed, it would 

M di hi her the domestic costs, the higher must be the 

SR ^. ther Eus the least efficient industry would secure the 

deo M Carried to its logical conclusion, it would 

i 
xe tho annihilation o 


f all trade ; for international trade depends 
on the comparative differences in costs. 
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The really serious argument for protection is the infant 
industries argument first stated by List. The central idea is 
embodied in the saying, “Nurse the baby, protect the child, free 
the adult.” A country may possess great 
natural advantages for the development of 
particular industries. But owing to the com- 
petition of well-established foreign rivals, it may be difficult for 
those industries to grow up. Beginnings are always difficult. If, 
during the initial stages, these infants are sheltered against foreign 
competition, they may eventually be able to grow to full stature and 
face the world with confidence. Protection, though it will inflict 
losses for the time being, will ultimately prove beneficial owing to 
the successful development of these industries. The theoretical 
validity of this argument is not denied by free traders. But this 
would justify the levy of only temporary protective duties. 
Protection, however, tends to become permanent. “The infant 
industries never feel themselves grown up; if they grow up all 
they devote their manly strength to fighting for bigger and longer 
protection."6 

Protection is also advocated with a view to diversify industries 
in a country. Such diversification of industries is advocated on 
several grounds. First, it would lead to national self-sufficiency— 
an argument of great military significance. Secondly, a large 
number of occupations will lead to an all-sided utilisation of the 
physical and mental faculties of the peopl’. Lastly, diversification 
of industries is advocated on the ground that it would enable a 
country to avoid the risk of depending on a single industry or a 
group of industries. A country, like an individual, should not put 
all its eggs in one basket. These arguments are mostly non-economic. 
National self-sufficiency may be necessary on grounds of defence. 
Defence is, of course, greater than opulence. But here we agree 
to undergo losses for the sake of military safety, and that is a 
separate question, Moreover, the argument about diversification of 
industries misses the real point. Increase of employment does not 
mean that prosperity will be increased. “The goal of economic 
effort is not employment, but wealth.” Protection by diverting 
labour and capital to less productive uses will decrease general 
productivity and general prosperity. 


Infant industries 
argument, 


6 Beveridge. Tariffs, p. 103. 
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The legitimacy of giving protection against the dumping of 
goods by foreign countries is admitted by most free traders. 
Such dumping means unfair competition and it disorganises 
domestic industries. But if dumping is perma- 
nent, no objection should be made against it. 
But most dumping is sporadic i.e., for temporary 
periods. There is no doubt that such dumping is injurious to 
domestic industries, and it is perfectly justifiable to levy anti- 
dumping duties against such dumping. But since dumping is 
temporary the duties should also be temporary. It is, however, the 
universal experience that protective duties, once levied, are seldom 
taken off. And "permanent tariffs, in the long run, are as certainly 
an impoverishment of the countries which they hold apart as are 
frozen seas or rockbound coasts." 


Dumping and 
protection, 


The political evils are no less serious. The protected industries, 
instead of turning their attention to improving their organization, 
apply their energies and money to bribe legislators into passing 
tarif laws. Tariffs, therefore, grow like snow-balls and corrupt 
the body politic. Once levied, they are not easily taken off and 
they remain a permanent burden upon the country. Most of the 
familiar arguments for protection are hopelessly wrong. They find 
a happy breeding ground in the dark recesses of the prejudices of 
economic nationalism. 

PRODUCTION AND UNEMPLOYMENT : Protection has often been 
advocated as a cure for unemployment. The restriction of foreign 
imports will lead to an expansion of domestic industries. The 
result will be that more unemployed people will be absorbed in 
those industries. But it is often forgotten that a restriction of 
imports would ultimately lead to a decline in exports. So while 
employment may increase in the protected industries, there will 
be unemployment in the export industries. Hence there may be 


no net increase in employment. ; 
The late Lord Keynes suggested two ways in which protective 
duties might be expected to result in a net increase of p dus. 
if the volume of exports could be maintained. at the old level. 
irst. if the country levying the protective duties advances more 
de its exports can be maintained at the 


foreign countries, : t 
d E. the increase in employment in the expanding 
2 
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domestic industries will not offset by unemployment in the export 
industries, Secondly, exports can be maintained at the old level, 
if bounties are given to exports from the proceeds of import duties, 


As regards the first method, of course it is true that exports 
can be maintained by increased lending to foreign countries, But 
then a substantial part of the capital resources of the home country 
would be diverted to foreign lands, This might result in a dimi- 
nution of home investment. Moreover, such a policy would not be 
a wise one. Restriction of imports from foreign countries will mean 
that we are curtailing their ability to sell goods. This will result 
in a diminution of their prosperity. Would it be a wise policy to 
advance more loans to such countries ? As regards the second 
method, a general export bounty would only result in retaliation 
by other countries which would take steps to levy anti-dumping 
duties. "There is very little chance of maintaining the volume 
of exports by those methods. Thus while it may be possible to 
build up a case for protection as a cure for unemployment, such 
schemes are not practicable in real life. 

If we study the real causes of unemployment, we shall see 
That tariffs cannot be expected to remove any of those causes. 
Unemployment may be due, first, to seasonal fluctuations in trade 
and industry. No one claims that these are removable by means 
of tariff. Secondly, it may be due to the cyclical fluctuations 
of the industry. Trade Cycles are an important factor causing 
unemployment. But they are not remediable by protection. Heavy 
protection has not enabled America to escape the ravages of the 
last trade depression. Thirdly, it may also be due to the changes 
in the industrial structure consequent on the adoption of new 


inventions and newer methods of production, Protection is clearly 


els of progress, nor 


; intained at a higher 
level in the country. Under such circumstances, “greater flexibility 
and detailed readjustment of wages are need 
cealed attack on wages, through rising prices." Protection will 


not go to the root of the trouble but will accept and perpetuate 
the rigidities from which the trouble is coming. 


ed rather than a con- 


ermine —CHAPT.ER| XH toas ei 
FOREIGN EXCHANGE 


WHAT IS FOREIGN EXCHANGE? The term, ‘foreign exchange’ 
äs used in a variety of senses. Sometimes, it is used to mean 
bills of exchange, banker's drafts, etc., payable in a foreign centre, 
In German language, this is denoted by the expression ‘devision.’ 
It is also used to mean the actual rates of exchange ; for example, 
when it is said that the foreign exchange is favourable. It also 
refers to the mechanism, or the ways and the means by which the 
payments in connection with international trade are transacted. We 
shall use the term in this sense. Just as in the domestic transactions, 
cheques are used, so in the international payments, bills of exchange 
and banker’s drafts are used. 

How ARE PAYMENTS MADE? Payments in international 
trade are generally made through bills of exchange and banker's 
drafts. A bill of exchange is an order drawn 
by a person upon a bank or another person, 
asking the latter to make certain payments to 
a third party. Suppose that an Indian jute merchant A has exported 
jute of the value of Rs. 1,000 to an English merchant B. Also 
another Indian merchant C has imported textiles of the value of 
Rs. 1,000 from D, an English merchant. If the transactions are 
settled by B sending gold to 4 and by C sending gold to D, that 
would mean double expenditure in the cost of carriage. But suppose 
that the Indian exporter draws a bill on the English importer and 
sells it to the Indian importer. The Indian importer, in his turn, 
buys the bill and sends it to the English exporter who presents it to 
the English importer and receives payments from him. Thus with- 
out any movement of money, the two debts are settled by one bill. 
This is the way by which bills are used to finance foreign trade. 
Tn recent times the use of bills is decreasing, and settlements are 
now made by means of banker's drafts or cable transfers (in the 
case of urgent payments). The importer goes to a bank, buys a 
draft and sends it to the exporter. The latter presents it for 
payment to the foreign branch or agent of the bank. 


Operation of a bill 
of exchange. 
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Bills may be “sight” bills, or “long” bills. A sight bill is a 
bill payable at sight, ie., on presentation. A long bill is payable 
after a certain period, mostly 90 days after presentation. If the 
importer, or an accepting house on his behalf writes the word 
“accepted” on the face of the bill and signs his name, the bill is 
said to be “accepted.” The acceptor then becomes liable for paying 
the bill. If the bill is sold in the money market, it is said to be 
“discounted.” The seller receives the face value of the bill less the 
interest at an agreed rate for the currency of the bill. 

BALANCE OF TRADE AND BALANCE OF PAYMENTS: It is neces- 
sary to know the items for which payments are likely to be made 
to, or received from a foreign country. First of all, a country 
has to pay to others on account of the goods it has bought from 
them, i.e, on account of imported goods. It will also receive pay- 


ment from other countries on account of goods it has exported - 


to them. In addition to goods, a country also exports or imports 
Services. These consist chiefly of shipping, banking, insurance 
and other services, If we utilise the services of foreign shipping, 
foreign banks or insurance companies, we shall have to pay to 
these countries for the Service rendered by them and vice versa. 
These constitute the second item in the balance of payments. 
Thirdly, we would include the expenditure incurred by tourists in 
our country and by our tourists in foreign countries, When 
American tourists travel in India, we are exporting the goods 
(consumed by them) and the sights (enjoyed by them), and so 
shall receive payment front them. On the other hand, when 
Indians tour in foreign lands, we have to pay to these countries. 
Fourthly, there are also miscellaneous items of payments e.g., 
charitable contributions made by one country to another, immi- 
grant’s remittances, etc, India has also to pay large sums to 
England to meet the expenses incurred by Indian students in 
England. Tributes, indemnities and reparations by one country 
to another often give rise to the necessity of making large pay- 
ments. Fifthly, if a country has invested large sums of money 
in foreign lands, it will receive interest payments from them year 
after year. Conversely, a borrowing country will have to pay 
interest to lenders in foreign countries. Sixthly, a country will 
have to Pay to another country if it has granted loans to it as 
it will have to transfer the loan. A borrowing country will have 
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to transfer large sums of money to lenders at the time of repayment 
ofloans. Lastly, a country will receive payments from others if it 
has succeeded in selling its own securities to foreign nationals. 
Conversely, it will have to pay if its own nationals have purchased 
securities of foreign countries. 


A complete list of these items on both sides is called the 
balance of accounts, or the balance of international indebtedness. 
Various other classifications have been applied to these items. 
'The most common classification is to divide them into visible and 
invisible items. The visible balance consists only of goods that 
are exported or imported. They are visible in the sense that these 
are recorded in the returns of the Customs Department. The other 
items are regarded as invisible. 'The visible balance of exported 
and imported goods is sometimes known as the balance of trade. 
This balance is regarded as favourable when the value of exported 
goods exceeds that of imported goods. This expression is a relic 
of mercantilist days when an excess of exports was considered 
favourable as it brought gold from foreign countries. So an 
excess of imported goods over exports was regarded as unfavour- 
able as then the country would have to send gold to pay for the 
excess of imports. But a favourable balance of trade does not 
always indicate that the country will get gold from others. It may 
simply mean that it is a debtor to other countries on account of 
invisible items in the balance of payments. It may be a borrowing 
country, and so has to pay large sums to others in interest ; or it may 
be using the services of foreigners in banking, shipping etc. So it 
has sent excess quantities of goods to others to pay for these items. 


EQUALITY OF EXPORTS AND IMPORTS: While the balance of 
trade of a country may thus be favourable or unfavourable, its 
. balance of payments cannot be so. If a com- 

z ne ABT that plete account of all items of payment made 
exports pay for im- and received by a country is carefully prepared, 
ports ? all items must balance one another. In the 
ease of an individual, the income and expenditure must balance 
during a given period. If, however, his expenditure exceeds income, 
then he must either be drawing upon his previous savings, or 
borrowing from others. If his income exceeds his expenditure, 
then he is saving. In any case his income plus or minus loans or 


ei 
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savings must be equal to his expenditure. Similarly in the case of 
a country. If payments received by a country from others exceed 
(or fall short of) payments it makes to them, then it must be 
accumulating (or drawing upon) balances in foreign countries. In 
other words it is lending (or borrowing or drawing upon previously 
accumulated) balances to these countries. So its other receipts 
plus or minus loans or savings must be equal to its payments. 

It is in this sense that we say that exports of a country must 
be equal to its imports. Exports of goods may exceed or fall short 
of imports. This fact of a favourable or unfavourable balance of 
trade does not falsify that statement. If exports and imports 
include all items in the balance of payments, including not only 
goods, but such items as services of various kinds, loans, tourist 
expenses, charitable payments, indemmities, etc., then all these 
items must balance one another. 


How does the balance of payments always balance itself ? 
Supp:se that a country's receipts from others exceed its payments. 
Individuals of that country who will receive foreign payments 
sell foreign currency to their banks, and receive local money in 
exchange. After transactions are complete, what will happen is 
this that banks of the country will accumulate large balances in 
foreign countries. If they keep these balances in foreign centres, 
they will be lending money to the latter. In any case, its receipts 
(neluding the loans) will be equal to its payments. The balance 
sheet still balances. If banks withdraw their balances from foreign 
countries, the latter will send gold to the former. Gold will move 
into that country. The reserves of banks increase. So they lend 
more money in the market, and lower the rates of interest. This 
stimulates investment and cause an increase in money incomes. 
Prices will rise in that country. Because of higher prices, its 
‘exports will decline, while imports will increase. Ultimately the 
‘two will thus balance. 


How 1s THE RATE OF EXCHANGE DETERMINED ? The. rate of 
exchange is the ratio at which the domestic currency can be 
exchanged against foreign currency. The actual rate of exchange 
is determined by the demand for and the supply of foreign currency. 
‘The latter is in its turn dependent on the balance of international 
‘indebtedness, Hence it is argued that the actual rate of exchange 
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is determined by the balance of international indebtedness of a 
country. If the balance is unfavourable, i.e., if the country imports 
more than it exports, the demand for foreign currency will increase, 
and the rate of exchange will fall. And the converse happens 
when the balance becomes favourable. This is known as the 
Balance of Trade theory. That the immediate influence deter- 
mining the rate of exchange is the balance of payments nobody 
would deny. But this furnishes only a very superficial explanation. 
Why is the volume of exports and imports so much and not more ? 
Why does the balance become favourable at one time and unfavour- 
able at another ? In other words, what are the forces determining 
the balance of trade and therefore the exchange ? So the theory 
of foreign exchange should explain the causes which determine the 
balance of payments. Moreover, the balance of payments is often 
the result rather than the cause of exchange rates. In cases of 
paper standard, first, the rates of exchange move and then the 
latter generate suitable changes in the balance of trade. The 
theory, therefore, cannot find out the real causes determining rates 
of exchanges. 

PURCHASING POWER PARITY THEORY:  Re-discovered rather 
than invented, the theory has been popularised during the inter- 
war period by Gustav Cassel, the Swedish economist. According 

to this theory, rates of exchange between two 
The rate of ex- countries are determined by relative price- 
guess Xi RA levels. The actual rate of exchange must be 

such that the same amount of purchasing 
power, when exchanged at that rate, must buy the same amount 
‘of goods and services in both the countries. If, by spending 
"Rs. 15/-, we can buy an amount of goods in India as we can buy 
"with £1 in England, the rate of exchange between England and 
India will be Rs. 15 to £1, i.e., ls. 4d. per rupee. “This is easily 
‘seen if we reflect on the fact that the price paid in a foreign 
‘currency is ultimately a price for foreign commodities, a price 
"which must stand in a certain relation to the prices of commodities 
on the home market. Thus we arrive at the conclusion that the 
rate of exchange between two currencies must stand essentially as 
the quotient of the internal purchasing power of these currencies. 


1 Cassel, “Foreign Exchanges" Article in the Encyclopedia Britannica, M 


13 Ed., First Supplementary Volume, p. 1086. 
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The rate of exchange determined in relation to price-levels 
is known as the “Purchasing Power Parity.” This is a norm 
round which actual rates of exchange will vary. So long as the 
relationship between two price-levels remains unchanged, the rates 
of exchange will tend towards the parity. But it should be noted 
that this parity is not a fixed par like gold points. It is a moving 
par,—changing with changes in price-levels, 

But it is usual for price-levels of different countries to remain 
at different levels. Hence it js difficult to compare general price- 
levels of the countries without assuming a standard or a base year. 
1913 may generally‘ be taken as the base year. Relationship between 
different price-levels and rates of exchange in that year are taken 
as normal. If the relationship between two pricelevels changes, 
the rates of exchange will also change in the same proportion. 
As an illustration, let us assume that the index-number of prices 
in the U.S.A. was one and half times greater than that in England 
in 1913, and that the rate of exchange was 4-8 dollars to the pound. 
Suppose that in 1914 the price-level in England has doubled, that 
of the U.S.A. Temaining the same. The rate of exchange will be 
2°4 dollars to one pound. The value of the pound in terms of 
dollars will be halved as the English price level has doubled while 
American prices are the same. 


Tt should be noted that the purchasing power parity is 
determined by comparing general price-levels and not the price- 
levels of internationally traded goods. Prices of exports and 
imports must remain at the same level in every country (barring, 


of course, cost of transport, tariffs, etc.). Moreover, they are often . 


the result of changes in exchange rates. Hence it is easy to verify 
the theory by comparing wholesale standards, The prestige and 


not always be the same as the parities thus determined, In the 
short period, prices of domestic goods may move in a different 


2 Keynes, Treatise on Money. Vol, I, p. 73. 
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direction from the prices of foreign traded goods. And actual 
exchange rates will not conform to the parities. Moreover, many 
items of the balance of payments, e.g., insurance and banking 
transactions, capital movement, etc., are affected very slightly at 
all by changes in the general price-levels. But they influence the 
exchange-rates and their influence may drive the rates in a different 
way from those shown by a comparison of the index numbers. 
They are important determinants of the exchange rate, but in 
Cassel's theory their operations are neglected.? 


The theory is really an explanation of monetary adjustment, 
and states that if the essential conditions of international trade 
remain unchanged, foreign exchange rates will reflect these price- 
changes. But the conditions of international trade never remain 
the same. In particular, the barter terms of trade are constantly 
changing owing to changes in the demand for foreign goods, 
changes in the conditions of supply of exported goods, changes 
in the volume of foreign loans, changes in the cost of transport 
and in every item in the invisible balance of trade. Let us take 
the case of a country which borrows from another. The increased 
supply of the foreign currency in the first country's foreign 
exchange market will raise the value of its own currency in terms 
of the currency of the lending country. This change in the 
exchange rates will not always be reflected in suitable changes in 
the price-levels of the two countries. If the barter terms of trade 
change, the relationships between the price-levels of different 
countries will change, and the parities determined by comparing 
the former price-level relationship will fail to reflect changes in 
exchange-rates. The theory may thus be true only under circum- 
stances when the terms of trade do not change. 


FLUCTUATIONS OF THE RATES OF EXCHANGE: The actual rates 
of exchange fluctuate above and below the mint par. What are 
the causes which influence the movements of the rates of exchange ? 
They may be grouped under two main heads ;—the demand and 
supply of foreign currency, and the currency conditions. The 
demand and supply of foreign currency arise from three sources :— 
(1) Trade conditions, (2) Stock Exchange influences and (3) 
Banking influences. 


8 Ohlin. Inter-regional and International Trade, p. 545. 
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(1) The demand and supply of foreign currency are dependent 
primarily on the volume of exports and imports. When exports 
are greater than imports, foreigners cwe to us 

Trade conditions, à greater sum than we owe to them. The rate 
of exchange Moves in our favour. Conversely, 

when imports are greater than exports, the demand for foreign 
Currency is greater than the supply and the rate will fall. Among 
exports and imports, we must include not only goods, but the 
invisible items, because these also give rise to the demand for and 


the supply of foreign currency, 


(2) Stock exchange influences include the payment of loans, 
interest, and Tepayment of loans, the purchase or sale of foreign 
Securities by home investors, or of home 
securities by foreign investors, When a 
country gives loans to another, the loans have 
to be transferred into the foreign Currency. Its demand for foreign 
Currency increases, and the rate of exchange moves against it. 
Similarly, when home investors buy foreign securities, or home 


Stock exchange, 
influences, 


are being repaid, or when foreigners buy domestic securities, the 
demand for home currency on their part rises, and the rate of 
exchange rises, 
(3) Banking influences include the purchase and sale of 
banker's drafts, travellers letter of credit, arbitrage operations, 
etc. When a bank issues a draft or a letter 
Banking influences, of credit, etc., on a foreign branch, the demand 
for foreign currency rises, and the rate of 
exchange falls, Bank rate is also an important influence on the 
rates of exchange. When it is high (ie. in relation to other 
countries), foreigners Will send funds to that country to earn the 
high rate of interest. The demand for home currency rises and 
the rate of exchange moves Up. The opposite happens when the 
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purchasing power is likely to depreciate. The rate of exchange 
will, therefore, rise, and may jump up to abnormally high figures 
if there is a “fight from the foreign currency," ie, if foreigners, 
not liking to invest their funds in their home currency, hasten to 
transfer them to foreign countries where purchasing power is 
more stable. Similarly, when the currency of one country js 
based on silver and another on gold, the rates of exchange will 
depend on the gold price of silver. Besides these, many other 
Causes influence the rates of exchange, viz., the political conditions, 
the growth of speculative sentiment, etc, 


LIMITS TO FLUCTUATIONS IN EXCHANGE RATES : When both the 
countries are on gold standard, the actual rates of exchange will 
fluctuate around the mint par of exchange 
within limits fixed by the gold points, The mint 
Par is determined with reference to the value. 
of the amount of pure gold in the coins of each country. One gold 
sovereign, for example, contained as much pure gold as 4.86 
dollars in pre-war days. The mint par between England and 
America was therefore 4-86 dollars to the pound. The rate of 
exchange is said to be at par when it is the same as the mint par.. 
The rate of exchange will however fluctuate above and below the 
mint par. The limits to the fluctuations in the rates of exchange 
are fixed under gold standard by the gold or specie points, 
Though by sending one gold sovereign, one could have obtained 
4:86 dollars, there were certain expenses in connection with the 
shipping of gold. In addition to the trouble of sending gold, the 
exporter would have to pay charges for freight, insurance, etc., and' 
would lose interest during the period of transport. The actual sum, 
to be paid on account of these charges may often be considerable. 
The actual gold export point is therefore determined by adding the 
shipping expenses, etc., to the mint par. Similarly, the gold import 
point is found by subtracting the shipping expenses from the par.. 
So long as the price of bills is within the gold points, merchants 
will buy bills in order to make payments to foreign countries, But 
if the price of bills is higher than the gold export point, they will 
send gold instead of sending bills. Similarly, when the rate of 
exchange touches the import point, gold will be imported. Unlike 
the mint par which is stable so long as the gold contents and the 


Limits under gold 
standard. 
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fineness of the coins are not changed, gold points are variable 
according as the cost of freight, insurance, etc., increase or decrease, 
During the nineteen twenties, owing to the development of aeroplane 
transport, the time taken to send gold was shortened, So some 
saving was made on account of interest. Moreover, the freight 
and insurance charges were not higher. Hence the gold points 
tended to become narrower, 


A country is said to have favourable exchange when the rate 
of exchange is near the gold import point; it has unfavourable | 
exchange when the rate is near gold export point. When we 
have imported more and exported less, we shall have to pay the 
foreigners for the imports by sending gold or other funds. The 
exchange is then said to be unfavourable. Conversely, when our 
exports are greater than our imports foreigners must pay us 
by sending gold. The exchange is then said to be favourable. 


When both the countries are on inconvertible paper currency, 
"here are no gold points. The mint par is replaced by the pur- 
chasing power parity, determined with refer- 
ence to the price levels of the two countries. 
Unlike the mint par, the purchasing power 
parity is a moving par, changing in response to every change in the 
prices. Though there is a par of exchange, there are, however, 
no limits to the fluctuations in the rates of exchange. The latter 
will fluctuate in accordance with every change in the demand and 
supply of foreign currency, 


Limits under paper 
‘currency standard. 


Loans PAYMENTS IN INTERNATIONAL TRADE: Following Cairnes, 
we may divide the loan transactions into three periods :—first 
when the loan is being transferred, second when interest is being 
paid, and third when the loan is being repaid. Let us suppose 
that the U.S.A. has advanced loans to India. At the time of 
negotiation, the exports and imports of each country balanced and 
the Toreign exchange was at par. In this situation, the loan 


in the U.S.A. in Purchasing goods, the value of its exports will 
80 up by the amount of the loan. Exports will increase directly 
and the loan will be transferred through movements of goods. But 
if the whole amount of the loan is not so spent, the U.S.A. would 
‘have to transfer the sum to India and for this purpose the demand 
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for rupees in terms of dollar will rise. The value of the rupee in 
ierms of dollar will rise and the exchange will touch the gold 
import point. Gold will move out of the U.S.A. Owing to the 
depletion of the gold reserves, the Federal Reserve Board would 
raise its bank rate and would thus inaugurate a period of credit 
contraction. Prices and money incomes would decrease. The fall 
in prices would stimulate the volume of exports from the U.S.A. 
As a result of these two movements, the balance of trade would 
become favourable to the U.S.A. and the loan would be paid 
through increased exports. In the long run, therefore, exports 
of the U.S.A. would be greater thzn imports, its prices and money 
incomes would be lower. The opposite will happen in India. Its 
imports will be greater than exports; prices and money incomes 
will also be higher. When interest would have to be paid, the 
borrowing country will tend to develop an excess of exports over 
imports. During the third stage when it will have to repay the 
loans, the mechanism will now be reversed. India will now tend 
to develop an excess of exports, over imports, prices and money 
incomes will fall. The opposite will happen in the case of the 
U.S.A. which will have a visible unfavourable balance and a higher 
level of prices and money incomes. 


This is the neo-classical analysis regarded the mechanism of 
transfer of one-sided payments made by one country to another. 
According to this analysis (known as the price-specie-flow 
mechanism), the loan or any payment made by one country to 
another will be transferred in the form of an excess of exports 
from the paying country. This excess of export will develop as a 
result of a fall in the prices in that country. But in recent times 
Ohlin and other economists have expressed doubts about the 
validity of this analysis. Loans are of course transferred through 
an excess of exports over imports. But this export surplus tends 
to develop, not because of changes in prices, but because of 
changes in the purchasing power in the two countries. When the 
U.S.A. grants a loan to India, this fact causes a fall in the buying 
power of the people of the U.S.A. and a rise in that of Indians. 
"This is clearly obvious. When A borrows money, his buying power 
increases, while that of his creditor decreases. Since the buying 
power of Americans decreases, they will purchase a smaller amount 
wf goods than before, including smaller imported goods. Imports 
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into the U.S.A. will tend to decline, while a. large portion of domestie. 
goods will be available for exports. Then Indians will purchase 
larger quantities of goods as they now. possess more buying power. 
So they will purchase more imported. goods at existing prices, a 
large part of which may come from the U.S.A. In this way, the 
U.S.A. will tend to develop an export surplus sufficient to transfer 
the loan. [t is not necessary that prices should fall in the U.S.A., 
or rise in India. A change in the buying powers, consequent on 
the granting of the loan, is a sufficient condition for the emergence 
of an export surplus by the lending country.* 

The truth probably lies in a middle position. There is no. 
doubt that the payment of the loan causes a change in the buying 
powers (ie. a change in demand), and this will give rise to some 
amount of export surplus. There have also occurred on many 
occasions some shifts in the prices in the two countries which have 
facilitated the transfer of payments from one country to another, 

EXCHANGE DEPRECIATION AND EXPORTS : It has been claimed 
that depreciation in exchange rates would give a bounty to exports, 
As a result of the fall in rates of exchange, producers of exported 
goods receive more money by selling their goods in foreign 
markets. Their costs in the form of wages do not rise at once, 
or do not rise as much as their receipts do. They thus get an 
extra profit, a bounty. Thus so long as internal prices and costs 
do not rise by the same percentage as the fall in the rates of 
exchange, this will give a stimulus to exports, 

But exchange depreciation may follow the internal rise in 
prices. The fall in the rates of exchange may he less than the 
rise in internal prices. There will then ensure a bounty to imports, 
and exports may be checked. As Taussig has pointed out, “the 
events may take the opposite course. Exchange may rise less than 
prices... .., There is nothing in a-priori reasoning and nothing in 
the history/ of paper money to lead to a presumption that the: 
exchange will rise faster or slower, more or less than prices.” 
Exchange depreciation does not in itself lead to such rates of 
foreign exchange as will give a bounty to either exports or imports. 

. Depreciation of the exchanges does not always lead to a 
bounty cn exports. If foreigners’ demand for the exports of the 


4For further discussion. See Ch, 49. 
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country is comparatively inelastic a fall in export prices abroad 
may lead to a fall in the tctal revenue from exports. 


There are certainly occasions when depreciating exchanges 
may give rise to bounty to exports. If, as in Germany during 
1919-1924, the government issues large quantities of paper money 
and uses them to make remittances to foreign countries, the rates 
of exchange may move faster than prices. Harris has found, in 
his study of exchange depreciation after 1931, that “statistical 
material gives support to the position that paper currenc'es gained 
an export advantage." pete] 


But it should be noted that such stimulus is only WOW 
Sooner or later, prices and costs will move in the same proportion 
with the rates of exchange, and the bounty will disappear. 
Producers of exported goods will not enjoy the bounty indefinitely, 
as compared with other home producers. Some of ihe latter will 
transfer to export industries. Exports will increase, and with them, 
exchange rates will go down. The more rapidly will the exports 
increase, the sooner will the bounty vanish. 


Other factors must also be taken into consideration. As 
Harris has pointed out, “economic conditions abroad may play an 
important part. It is in fact necessary to study the supply and 
demand conditions of each commodity. The demand for some may 
be elastic, and for others inelastic. Furthermore, important shifts 
in demand will occur. Upon these and others will depend whether 
or not any particular country's exports will expand." Moreover, 
such stimulus may not appear during the period when the exchanges 
are depreciating. Anticipating further depreciation, foreigners may 
at first postpone further purchases from the country with depreciat- 
ing exchanges. If imported raw materials are used largely in the 
production of exported goods, the increased cost of the imports 
may offset the export advantage. Lastly, devaluation of the currency 
isa game which can be played by every country. If other countries 
adopt similar currency policies, or if they levy heavy anti-exchange- 
dumping duties, the effects may not be favourable in any way. 


FORWARD EXCHANGE : When both the countries have incon- 
vertible paper standards, there are no limits to fluctuations in the 


5 Lerner, Economics of Control. p. 378. i 
6 Harris, Exchange Depreciation. t 
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rates of exchange. All foreign trade therefore becomes uncertain 
and risky. What are the methods available for eliminating these 
risks of exchange ? 


One method is to make all contracts with the clause, “exchange 
as per endorsement.” That is, the rate of exchange is fixed in the 
contract at which debtors will have to make payments. The 
second method is through a forward contract in foreign exchange. 


The essence of a forward exchange contract is that a person 
who will have to make or receive payments in a foreign country 
after a certain period settles the rate of exchange with his bank, 
Suppose that the Indian importer will have to pay the English 
exporter £1,000 after 3 months, Unless he can know the actual 
sum of rupees that he will have to pay for getting £1,000, he cannot 
fix the prices of imported goods for sale. He goes to his bank 
and buys forward sterling at a rate agreed on now. That is, 
he settles the rate at which the bank will give £1,000, so that he 
can know beforehand how many rupees he will have to pay at the 
end of the period. Thus he is relieved of the risks of exchange 
fluctuations. The rates of forward exchange are quoted in terms 
of “spot” rate, ie, the rate actually prevailing on the date of 
contract. When forward exchange is quoted at a discount, it 
means that a great amount of foreign currency can be obtained 
for home currency. When it is quoted at a premium, a less amount 
of foreign currency is available. 


What are the factors determining this premium or discount 

on the spot rate ? "The first is the relative rates of interest at home 
and abroad. Now in a forward contract 

Factors determin. though the merchant is relieved of risks of 
ing forward rates, exchange fluctuations, the bank will try to 
reduce its risks by transferring the required 

funds at once to the foreign centre. And this it will be eager to 
do if the rate of interest at the foreign centre is higher than the 
rate at home. It will then be able to earn higher interest on its 
funds. Hence when the rate of interest on the foreign centre is 
higher than the domestic rate, the bank may quote forward exchange 
at a discount, Secondly, another factor is the chance of “marrying” 
a contract. Instead of sending funds, the bank may offset one 
transaction with an opposite one. While some merchants will 
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want foreign currency, there will be others who have command over 
foreign currency and want to sell it in exchange for home currency. 
The bank will “marry” the two contracts and take foreign currency 
Írom the sellers and give it to the buyers, thus running no risk. 
Thus if the bank has already bought forward exchange, it will 
quote favourable terms for selling forward. The greater the chances 
of marrying a contract, the more favourable will be the terms. 
Thirdly, currency conditions, viz. the possibility regarding the 
depreciation of the foreign currency, etc., will influence the deter- 
mination of the rate. If the outlook regarding foreign currency 
is bad, the bank will be unwilling to buy such currency and will 
quote a premium, 


EXCHANGE EQUALISATION ACCOUNT : After England went off 
the gold standard in 1931, it was felt that some device should 
be adopted which would control the abnormal fluctuations in the 
rales of foreign exchange. As a result, an Exchange Equalization 
Account was established in 1932 to control the abnormal movements 
in the rates of exchange, and to insulate the internal money market 
from the effects of such movements. Afterwards, when, in course 
of time, France and America abandoned the gold standard, their 
governments also established special Funds or Accounts to steady 
the fluctuations in the rates of exchange. From the beginning, the 
activities of these Accounts have been conducted under extreme 
secrecy, and an atmosphere of mystery surrounds them. In this 
section, we shall discuss the functions of the British Exchange 
Equalization Account, as the other Accounts are worked more or 
less in the same way. 


The British Exchange Equalization Account is directly under 
the control of the British Treasury, and its day to day business is 
conducted by the Bank of England as the former's agent. Its 
resources consist of Treasury Bills issued by the government, and 
gold purchased in the open market, or from the Central Banks of 
France and America. At the outset, the government handed over 
Treasury Bills worth about £175 millions to the Account. The 
amount was later raised to 575 millions in 1937. It had no foreign 
assets in the beginning. But the Bank of England sold some 
foreign assets which it had accumulated previously. The Treasury 
Bills are renewed every three months. The main purpose for which 
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the Account has been established is to buy and sell sterling in 
exchange for foreign currencies. When foreigners want to transfer 
their funds into sterling, it is the business of the Account to sell 
sterling to these people, and thus prevent a sudden rise in the 
sterling exchange rate. Of course the authorities are not supposed 
to use the Account to interfere with the secular and permanent 
tendencies in the foreign exchange market. It will try to eliminate 
the temporary ups and downs in the foreign exchange rates due to 
the activities of the speculators or the nervousness of the investors. 
In other words, it seeks to do away with the adverse effects of an 
influx or efflux of “bad money” in the foreign exchange market. 
Its aim is thus to insulate the banking system from the foreign 
exchange market and to steady the rates of exchange as far as it is 
consistent with long-term trends. Thus the domestic monetary 
market and the foreign trade are left undisturbed, and can proceed 
smoothly. 


At first the Account purchased dollars in exchange for sterling 
and influenced all other rates through the dollar-sterling rate. The 
dollars thus acquired were immediately converted into gold in 
New York. After 1933 when the U. S. A. went off gold the Account 
operated in francs, and converted them into gold in Paris, Things 
became difficult when France abandoned gold standard. But the 
difficulty was avoided when the Tripartite Monetary Agreement 
between England, France and the U. S. A. was signed in October, 
1936. Under the Agreement, the three countries agreed to buy 


from each other their own currencies in exchange for gold during 
the next 24 hours, 


The actual operations of the Account were too complicated to 
be described within a short compass. Suffice it to say that the 
technical apparatus for controlling the foreign exchanges and the 
bulion market was developed in an adequate manner. The 
efficiency of the System in neutralising or eliminating all temporary 
or speculative ups and downs in the foreign exchange rates could 
not be doubted. But it should be remembered that it could not 
solve the more fundamental problem of effecting an equilibrium 
between price and income structures of different countries. 


; EXCHANGE CONTROL: Control of the exchange rates by the 
monetary authorities for a particular purpose or purposes was 
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instituted by all countries during the war. But the deliberate 
adoption of this policy during the peace-time began after the onset 
of the great depression of the thirties of this century. Exchange 
control may be defined as a system in which the government of the 
country intervene not only to maintain a rate of exchange which 
is quite different from what would have prevailed without such 
control, and to require the home buyers and sellers of foreign 
currencies to dispose of their foreign funds in particular ways. 
This system was adopted in the European countries during a period 
of extreme world-wide depression, when there was virtually a 


complete breakdown of the international gold standard and a 


collapse of international credit facilities. The primary objective in 
the case of a vast majority of countries was 
to protect the existing gold or exchange value 
of currencies from the unexpectedly sharp 
disturbances in their balance of payments. There was, in many of 
these countries, *an almost pathologically extreme determination 
to maintain, at whatever cost, the official gold values of the national 
currencies because of the memories of the havoc which had resulted 
from the extreme inflations following the first world war.” Hence 
many countries regarded the maintenance of exchange parity as a 
cardinal objective. Another objective was to ensure a sufficiency 
of foreign bills for payments regarded as pressing or to prevent 
import prices from. rising. In a number of instances, exchange 
control was adopted for the purpose of favouring trade with and 
payments to particular countries. This was sought to be done by 
prescribing special exchange rates for the goods of the favoured 
countries or by the grant of priority of treatment on a uniform 
exchange rate basis. Another aim was to check the flight of capital. 
Lastly, it was also used for protectionist purpose, or even for 
obtaining revenues as in Chile. 


Aims of Exchange 
Control. 


When exchange control is adopted by any country, the 
government usually requires the exporters of goods and services 
and recipients of interest and amortisation 

‘Types of Exchange payment to hand over their receipts in exchange 
spes for domestic money at rates fixed by it. 
‘Control is also exercised over all import transactions. Certain 
types of imports are prohibited to reduce the demand for foreign 
payments. A distinction is drawn between “necessary” and “super- 
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fluous” imports and payments for goods are given preference over | 
purely financial transactions. Where no attempt is made to ration | 
foreign exchange as between different countries, the system is ae 
regarded as non-discriminatory. Here the authorities discriminate 
as between commodities and services without regard to their 

national origin. But this type is seldom found in isolation. Several 
other types may also be distinguished, viz., compensation arrange- 
ments, clearing agreements, payments agreements etc. A com- 
pensation arrangement pertakes of the character of the old-fashioned 
barter deal. An example would be the sale by India of cotton 
goods of a particular value to Pakistan, the latter agreeing to supply 
raw cotton of the same value to India at a mutually agreed exchange 
rate. Imports thus compensate for exports, leaving no balance 
requiring settlement in foreign exchange. 

A clearing agreement consists of an undertaking by two or 
more countries to buy and sell goods and services to each other, 
at mutually agreed exchange rates, against payments made by 
buyers entirely in their own currency. The balance of outstanding 
claims are settled as between the central banks at the end of 
stipulated periods, either by transfers of gold or of an acceptable 
third currency. Or the balance might be allowed to accumulate 
for another period, pending an arrangement whereby the creditor 
country works off the balance by extra purchases from the other 
country. In a payment arrangement, the usual procedure of 
making foreign payments through the exchange market is left 
intact. But each country agrees to establish a method of control 
whereby its citizens are forced to purchase goods and services from | 
the other country in amounts equal to the latter’s purchases from 
the first country. Another type of payments agreements is one u 
designed to collect past debts. For example, Great Britain and 
Germany agreed in 1934 to set aside 55 per cent of the value of 
Germany’s current exports to England for the payment of past 
debts due to the British citizens. The remaining 45 per cent may. 
be used freely by Germany. Mention should also be made of the 
system of “blocked accounts,” under which debtors are compelled! 
to pay their dues to foreign creditors into accounts at specially 
designated banks. Creditors might use these blocked accounts 
for any purpose whatever within the debtor country, In Germany. 
these blocked funds could only be used for specific purposes or for 
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so-called “additional exports." On many occasions, foreign owners 
of these blocked accounts were forced to sell their funds at a loss, 
the discount running from 20 to 50 per cent. 


Dr. Einzig claimed substantial advantages for the system of 
exchange control It, for example, enabled the weak debtor 
countries to purchase from each other and from financially strong 
countries. Also there was no doubt that in the conditions which 
prevailed throughout the world during the great depression, 
exchange control served to increase foreign trade by balancing 
exports and imports of these countries in an upward direction. 
Moreover, as Prof. Hansen pointed out, exchange control measures 
may be necessary for primary-producing countries which aspire 
to industrialize their economies.’ But the greatest defect of exchange 
control is that it tended to bilateralize foreign trade into channels 
which would not be the case under ordinary conditions. It is an 
additional disadvantages of exchange control that it led definitely 
to the discriminatory regulation of foreign trade. “Trade 
bargaining will tend to be conducted primarily by governments 
instead of by the individual traders themselves, in an atmosphere 
of sparring for advantage of threat and counter-threat, and of the 
multiplication by each country of impediments to trade which it 
does not want for their own sake, but which it feels it must introduce 
as a counter-weight to the restrictions imposed for bargaining 
purposes by other countries.”® There is the additional consideration 
that exchange control is costly in administrative manpower ; it 
encourages spivery and corruption and is often destructive of 
economic incentives. 


Y America’s Role in the World Economy, p. 185. 
8 Trade Relations between Free Market and Controlled Economies, p. 35. 
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TRADE CYCLE 


The course of productive activities, like the course of weather, 
seldom runs smooth. It has its ups and down. A period of 
prosperity is generally followed by a period of depression. These 
fluctuations in business activities, —the see-saw movements of booms 
and depressions—are known as the trade cycle ; or the business 
cycle. “A trade cycle is composed of periods of good trade 
characterised by rising prices and low unemployment percentages, 
altering with periods of bad trade characterised by falling prices 
and high unemployment percentage.” Two tendencies stand out 
as prominent characteristics of a trade cycle. There is, first, a 
fluctuation in productive activities as measured by figures of 
unemployment ; and second, a fluctuation in the pricelevel. In 
the upward phase of the cycle, productive activities expand, un- 
employment is diminished, and prices may rise. In the downward 
phase, productive activities are curtailed, unemployment increases, 
and prices fall. Generally, there are two broad phases, viz., pros- 
perity and depression. The prosperity phase is marked by two 
movements, recovery and boom; depression consists also of two 
tendencies, recession and contraction, There are, moreover, two 
turning points, upper and lower. At the lower turning point at 
the bottom of the depression, recovery starts and soon grows into 
the boom, a rapid phase of expansion. The boom finally breaks 
at the upper turning point, when recession grips the economy, which 
soon slides into depression. There are, therefore, four phases : 
recovery, boom, recession and depression, and two turning points. 


The term “cycle” is applied to those fluctuations *because an 
excess movement in one direction tends to bring into operation not 
only its own remedy but a stimulus to an excess movement in the 
other direction"? Like the swing of a pendulum, a movement in 
direction tends automaticall to generate a movement in the 
=e 
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opposite direction. "Periods of prosperity contain within them the 
seeds of the coming periods of depression. Moreover, these cyclical 
movements denote a certain amount of periodicity. There is a sort 
of regularity in the time intervals between the phases of the cycle. 
It was claimed in early days that the time usually occupied by a 
cycle was ten or eleven years. But the time intervals are far from 
regular. 


A few prominent characteristics of the trade cycle may be 
noted here. First, the cycle is synchronic. That is, the upward 
-and downward movements tend to synchronise 
or occur at approximately the same periods 
; in all industries. When business is good in 
one industry, it gives more orders to others for raw materials, 
machineries, etc. It employs more labourers and the latter's 
aggregate incomes are increased. These additional orders and 
additional incomes bring good trade to other businesses. Similarly, 
periods of distress in one industry spread to others. The trade 
and business of a country are so interconnected that a wave of 
prosperity or depression in one industry would soon generate a 
similar wave in other industries. Secondly, these cyclical move- 
ments are international in character. Through the mechanism of 
international trade and foreign exchange, different countries are so 
interlinked that a prosperity in one country will spread to, and 
be shared by others also. Thirdly, though the alternate movements 
of booms and depressions are shared by each industry, they are not 
shared in equal degree by all industries. It is a familiar fact 
that what are called “constructional industries"—ship-building, 
engineering and other industries making investment goods, 
experience the largest fluctuations. During the upward phase, a 
great part of the resources of the community is diverted to the 
production of investment goods, while during the downward phase, 
a smaller part is so devoted. The fluctuations are far wider in 
industries making producers goods than in those making 
consumer's goods. Lastly, the cycles exhibit a clearly marked 
wavelike movement. And the different cycles are nearly similar 
to each other. “A ‘typical’ cycle constructed by making as it were 
a composite photograph of all the recorded cycles would not 
materially differ in form very widely from any one of them. But 
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this typical cycle is not an exact replica of any individual cycle. 
Thé rhythm is rough and imperfect. All the recorded cycles are 
members of the same family, but among them there are no twins."? 


THEORIES OF TRADE CYCLES : Various theories regarding the 
origin of trade cycles have been advocated. It is impossible to 
review them in the short compass of this book. We shall, however, 
take the main types of theories and discuss their appropriateness. 
Before we do that, it is necessary to dispel one mistaken idea about 
the causes of the depression. 


M À——M 


Trade depression, it was claimed was due to the general 
overproduction of goods. But if it means that man has produced 
more goods than he desires to consume, it is impossible. It implies 
that man's wants are completely satisfied ; that each individual has 
many goods as he likes to consume. But no such conditions can 
exist in modern society. There are no limits to the total wants 
of human beings. Over-production is possible only in the sense j 
that goods cannot be sold at a profit. Such a phenomenon is quite i 

possible. Owing to a faulty anticipation of 
Can there be gene- demand, more goods may be produced in 
-rally — over-produc- y ; 3 
ton? particular industries than can be sold with 

profit. There occurs partial over-production in 
particular industries. Smaller orders for machineries, raw 
materials, etc., are given by these industries and labourers become 
unemployed. Their incomes fall and they purchase less of other 
goods. The result is that other industries are also depressed. But 
this cannot continue for long. Labour and capital will move from 
those industries, and slowly and steadily the state of over-production 
will pass off. The phenomena of general over-production are. 
therefore, possible. Moreover, over-production is the symptom. of 
trade depression and cannot be its cause. We cannot explain 
depression by saying that it is caused by the accumulation of large 
stock of unsaleable goods, 


CLIMATIC THEORIES : Following a suggestion of Herschell, 
Jevons came to the conclusion that trade cycles are caused by 
"sun-spots", These sun-spots occurred in cyclical order at intervals 
of 10°45 years, and he calculated that the average length of the 
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trade cycle was also 10°46 years. When these sun-spot appeared, 
the sun emitted less heat and this made the harvest poorer.: Bad 
harvests diminished the purchasing power of the agriculturists, and 
they purchased less goods. The result was depression. In a 
modified form, this theory was held by H. L. Moore and Sir William 
Beveridge. 


That the prospects of agriculture affect the prospects of 
industries, nobody would deny. But it is difficult to correlate 
business cycles with climatic cycles. Climatic influences may be 
one of the factors which sometimes affect the course of the trade 
cycle. But they cannot account for all the features. For example, 
they cannot explain why the production of capital-goods increases 
more during booms than during depressions. 


THEORIES OF OVER-SAVING OR UNDER-CONSUMPTION : Develop- 
ing a line of thought prominent in Marxian theory, Hobson came 
to the conclusion that the trade depression is due to “oversaving.” 
The modern society is characterised by great inequality of incomes, 
and a large portion of the total wealth is owned by a small class. 
In times of brisk business, the incomes of this class increase and 
a greater proportion of them is saved. The wealthy businessmen 
continuously invest their saving in productive enterprises, in 
turning out more mach'neries, tools, etc. There results a deficiency 
of purchasing power available for buying consumer's goods, and 
this is borne out by the familiar phenomenon of wages lagging 
behind prices. Thus while purchasing power is diminished, the 
supply of goods is increased as the new machineries, etc., are 
employed. The result is a glut of goods in the market which 
cannot be sold at a profit. And the economy enters upon a period 
of depression. This is due to the lack of sufficient money to buy 
goods. This deficiency of spending and the excess of saving are 
the cause of depression. In a slightly different form, this theory is 
also held by Messrs. Foster and Catchings and Major Douglas. 


This theory provides an explanation, not of trade cycles, but 
of depression. Even as an explanation of depression, it is defect- 
There is no reason why the business class would continuously 


tive. ; ; 
go on saving. They may increase their expenditure on luxuries. 

i ount saved would automatically 
Moreover, it assumes that the amou 


be invested. But this is not always the fact. According to the 
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theory, depression occurs because more consumer’s goods have been 
produced than can be sold. We should expect therefore than the 
first sign of depression would be a fall in the price-level of 
consumer’s goods. But in actual fact, depression in its first phase 
is characterised by a fall in the prices of producer’s goods, and the 
price-level of consumer’s goods is generally the last item to fall. 


MONETARY THEORY OF THE TRADE CYCLE: According to this 
view, whose most prominent advocate is Hawtrey, the trade cycle is 
a "purely monetary phenomenon" In a modern community 
credit is inherently unstable. It lies in the power of the banking 
system as a whole to create more credit. This they can do by 
lowering the rate of discount or by the purchase of securities. 
The upward movement of the trade cycle is brought about by an 
expansion of credit engineered by the banks. This additional 

credit b-rrowed by businessmen is spent in the 
Trade cycle is due payments of wages, interest, rent, etc. Accord- 
to monetary causes. + i 

ing to Hawtrey, the behaviour of the merchants 
and dealers is very sensitive to changes in the rate of interest. 
These dealers buy and sell large quantities of goods with borrowed 
money ; and a slight lowering or raising of the rate of interest 
will induce them to borrow more or less from the banks and thus 
to increase or decrease their stock of goods. Thus when the rate 
of interest is lowered, traders borrow more money and try to 
increase their stock. They give larger orders for goods to the 
producer. The latter tries to increase his output and engages 
more labour, buys more raw materials, etc. The aggregate money 
incomes of the community increase ; and so the consumer's outlay 
increases. This means increased demand for goods. Dealers 
now find that their stocks are being depleted. They give more 
orders to the producers. They, in their turn, try to increase produc- 
tion, Money incomes and outlays increase. Price begins to rise. 
The expectation of a further rise in prices induces dealers to 
increase their stocks. Again the same process is repeated, and 
prices rise in a crescendo. 


Demand for loans rises, while the reserves of the barks are 
getting depleted owing to the internal drain of cash into circulation 
and the possible export of gold. Banks will be forced to raise 


Interest rates, and refuse to grant additional credit. This causes 
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the bubble to burst and dealers hastening to reduce their stocks 
give fewer orders to producers ; the latter curtail their productive 
activities, and unemployment ensues. During this period of 
depression, businessmen need less credit and deposits and reserves 
accumulate at the banks until they lower the rate of interest. The 
cycle starts again. The remedy for the cycle is for banks so to 
regulate their volume of loans that prices will be stable. 


That an expansion of business activity is sometimes caused 
by an expansion of credit cannot be denied. One of the conditions 
for the development of booms is that there should be an expansion 
of credit. But the latter is not the cause of the former. Trade 
cycles are mainly caused by non-monetary factors. Monetary 
influences may make a boom possible and increase or decrease the 
amplitude of fluctuations of the business cycle. According to this 
theory, trade cycle would cease if prices are kept stable. The 
theories do not deny that impulses to the expansion or con- 
traction of business activities may come from non-monetary 
factors, but if the banking system suitably regulates the volume of 
credit, expanding it when business activities show signs of depres- 
sion, and contracting it when the latter are expanding, the fluctua- 
tions would become impossible. It is, of course, true that the trade 
cycle is a dance of the dollar, and that fluctuations in prices and’ 
credit are the inevitable accompaniments of a cycle. So also “in 
modern mountaineering there is an almost perfect correlation 
between the possession of an ice-axe and the ascent of snow 
mountains. Practically nobody ever ascends a snow mountain who 
has not previously bought an axe.....But this does not prove that 
if the purchase of ice-axes was prohibited by law, snow mountains 
would no longer be ascended”. So we cannot eliminate these 
fluctuations by keeping prices stable. The trade cycle, therefore, 
though it appears in a monetary garb. is not due to monetary 
causes alone. 


PsvcHoLocicAL THEORY : According to this theory, upheld 
generally by Pigou, the dominant cause of business cycles is the 
movement of business confidence. When business is brisk, people 
expect good profit and over-estimate the prospect of the future. 
They expand their productive activities, The confidence of one 


4Pigou. Industrial Fluctuations, p. 19T. 
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class of businessmen generates similar feelings in others, because 
“enthusiasm and despair are both catching.” Thus the feelings 
of optimism and despair both tend to infect others. This optimism 
breeds errors, and production is generally carried on beyond the 
limits of profitable sale. When this fact becomes patent, the busi- 
nessmen suffer losses; they at once grow pessimistic about the 
prospects of business and curtail their productive activities. 
Businessmen thus alternate between errors of optimum and errors 
of pessimism, and these set up wave-like movements in activities. 
The adherents of this theory do not deny that other factors, e.g.» 
harvest conditions, etc., may be at work, but these influence 
production by affecting business confidence. 


This theory contains much truth. Business conditions are 
intimately influenced by business confidence. But it fails to explain 
why a boom starts, and why confidence revives. It is also inade- 
quate to explain why optimism gives rise to pessimism. To account 
for these movements, it must take the help of other factors. The 
value of the theory lies in the recognition that recovery from 
depression is not possible unless business confidence revives. 


Recent THEORIES: A large number of writers including the 
Late Lord Keynes, have expressed the opinion that the essence of 
trade cycles is a variation in the volume of investment goods caused 
by changes in the marginal efficiency of capital (which has been 
defined by Keynes as the expected rate of return on the capital 
cost of a newly produced asset. If we refer to our previous 
analysis about saving and investment, we can understand the part 
played by these two factors in determining the fluctuations in the 
volumes of money incomes, employment, etc. At the bottom of a 
depression, something happens to raise the marginal efficiency of 
capital, or to cause a fall in the rate of interest. The former may 
be due to the depletion of previously accumulated stocks below 
the normal levels or to the necessity of renewing worn-out capital 
goods, or to the discovery of some new resources, or to new inven- 
tions. The fall in the rate of interest may be caused by an increase 
jin the quantity of money in the possession of banks ; or it may be 
due to a weakening of the liquidity-preference which leads people to 


5 iun Keynesian analysis, we have tried to avoid the 


- world was faced with the 
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dishoard. Anyone of these factors may initiate a revival it 
investment, The volume of employment increases as more and more — 
resources are drawn into production for turning out i T 
goods (assuming the existence of idle resources which is a fact ^ 
at the bottom of a depression), An increase in the volume of 
employment of factors will lead to a rise in money incomes, In - 
this way an increase in investment gradually gives rise to a boom, 
and this boom lasts so long as the investment goods are being 
constructed. But sooner or later, the scope for new capital-goods 
declines as all remunerative openings for investments are being 
progressively utilised. Hence there is an inevitable tendency for 
the prospective yield on new capital-goods to fall. Moreover, further 
expansion in the volume of capital-goods increases their cost of ^ — 
production, either as wages, or prices of materials, etc., rise, Under 
the combined influence of these two factors, the marginal efficiency 
of capital collapses. If the rate of interest does not decline or 
declines insufficiently the consequence must be a fall in the volume 
‘of investment. A proportionate fall in the rate of interest is unlikely, — 
‘On the other hand, as the expanding income and expanding business 
raise the monetary requirements of the public, the banks find it 
difficult to meet this expanding demand by supplying increasing 
quantities of money, Interest rates may begin to rise, Thus the 


1 
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. volume of investment follows a downward course. Decline in invest- 


ment causes a fall in the volume of employment and money incomes, 
1 economie system finds itself again in the throes of a 


g to Lord Keynes, there is, moreover, a chronic 
ards a deficiency of demand or depression in a progres- 
je As a community grows richer, its propensity to 
s. On the other hand, on account of the abundance 

the opportunities for new investment become less 
_ Faced with declining marginal efficiency of capital from l 
"oth sides, new investment may fall off with all the attendant au 
symptoms of depression. 
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It was suggested by Prof. A. H. Hansen that the western 
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opportunities. This, he thinks, was due to the combined effect of 7 
the decline in population growth and the exhaustion of many of the — 
possibilities of innovations likely to absorb large capital outlays. 7 
The result was that the advanced countries of the west were not only |. 
faced with a business cycle problem, but with a “secular stagnation” — 
in which “sick recoveries die in their infancy and depressions feed | 
on themselves and leave a hard and seemingly immovable core of 
unemployment”.® 


Hick’s THEORY OF THE TRADE CYCLE: Hicks has stated a — 
theory of the trade cycle mainly by combining the multiplier and’ 
the accleration principles? According to him, the cyclical. 
fluctuations are due to the combined effects of the multiplier action 
and the acceleration principle. He assumes that investment is 
generally of two types, autonomous and induced. Autonomous , 
investment consists of those types of investment which are inde- 
pendent of changes in output. “Public investment, investment 
which occurs in direct response to inventions, and much of the 
‘long-range’ investment (as Mr. Harrod calls it) which is only 
expected to pay for itself over a long period, all of these can be- 
regarded as autonomous investment for our purpose.” In a growing 
„economy, such investment tends to increase over time at a more or 
less contant rate. Induced investment consists of those types of 
investment which are induced by changes in output. Suppose that 
in any industry, there is an increase in output due to, say, an increase- 
in demand. In so far as this increase is expected to be permanent, 
the production of the increased output would necessitate some 
increase in the existing capital stock in the industry. Thus an 
increase in output induces investment. This is nothing ele but- 
the acceleration principle. We know that the level of money income 
‘depends on the volume of investment. So corresponding to the 
volume of autonomous investment, there will be a particular level 
of money income, the ratio of income to investment depending om 


NA ee 
4 mug 


TRADE CYCLE ` 483° oe 


2 the interaction of the multiplier and the acceleration principle, 
Money income will, therefore, grow at the same rate as the volume 


Y 


o 


Fic. 44 


of autonomous investment. In fig. 44 Hicks traced the growth 
of autonomous investment along the line AA, which slants upwards 
to the right, because autonomous investment grows through time 
at a more or less constant rate. The line EE represents the level of 
output or income, corresponding to the volume of autonomous 
investment. The distance between AA and EE depends on the 
combined value of the multiplier and the accelerator. 


Let us assume that while the level of output (or income) is 
at Po, an invention occurs and induces a small burst of autonomous 
investment. As the volume of investment increases beyond its 
normal level, output (or income) will tend to grow along the line 
Po P; away from the equilibrium path of EE. This expansion 

` in output will induce further investment, and the effect of this 
| induced investment will be to cause a further rise in output (or 
) income). In this way. output will rise until it touches what Hicks 
calls “the full employment ceiling". The full employment ceiling 
consists of the maximum amount of output (or income), which is 
produced when there is full employment of all resources. It is 
called a ceiling, because it is impossible to expand output beyond 
this limit. The full employment output. corresponding to each level i 
of investment, is measured along the line FF. E 
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Once we reach this Everest, output and income cannot grow 
any further. The economic system may, for some time, proceed? 
along this summit or ceiling. But sooner rather than later, it will 
have to move in a downward direction. This is due to the following: 
reason. The total output has been raised to the full employment 
level FF on account of the effects of both autonomous and induced. 
investment. Induced investment is induced by the increase in 
output, and will stop altogether when output ceases to. increase, 
Once the system reaches the full employment ceiling, output cannot 
increase any further. So when the economic system reaches FF at 
Pi, output ceases to increase, and there is no longer any induced ` 
investment. Only autonomous investment continues; but the | 
volume of such investment alone cannot support the production of — 
full employment output (or income). Hence the output will tend 
to decline below the full employment level. As output declines, it — 
will induce a certain amount of disinvestment. If the fall in output 
induces disinvestment at the same rate at which increases in out- 
put induce investment, the output will fall along the curve Quq. 
But this does not happen. Disinvestment in fixed capital can only 
take place by a slow process of wearing-out, which takes a com- 
paratively long time. Hence the system moves downward along 


the dotted line Q; Qs. 


So far it seems that the downward movement would be more 
gradual than the upswing. Yet in practice, we find just the reverse. 
A leading feature of the downswing is that the decline in output, 
once it gets under way, tends to proceed at a fast rate. This 
according to Hicks, is due to the operation of the monetary factors, 
As the downward movement starts, sales of goods become difficult 
and the burden of fixed costs becomes oppressive. The rate of 
bankruptcy rises. As a result, there will be a sharp rise in liquidity- 
preference, The latter would react adversely on the credit situation, 
‘and the resultant credit stringency causes activity to fall at a very 
rapid rate. This must tend to aggravate depression. 

Such is, in essentials, the Hicksian theory. We have given 
just a bare summary. Adequate justice cannot be done to such 

ae well-integrated discussion within a short compass. 
SS .CoNcLustoN : In the present state of our economic 
knowledge, it is not possible to give a complete explanation of the 
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causes of the trade cycle. The literature on the subject is highly 
controversial and is constantly growing. But the apparent dis- 
agreement among economists is not so great as it appears at first 
sight. The trade cycle is the result, not of single factor, but of a 
multiplicity of factors, among which sometimes one and sometimes! 
another becomes dominant. 


REMEDIES : So disastrous are the effect of the trade cycle, 
especially in relation to the volume of unemployment, that there 
is no more important practical problem facing us to-day than the 
abolition of these fluctuations. But unfortunately, economists are 
not yet agreed as to the correct ^olicy to be pursued. The remedy 
that is proposed depends obviously upon the diagnosis that has 
been made. Those economists who support the monetary expla- 
nation of the cycle pin their faith on curing it by means of control 
over the supply of money. In their opinion, the banking system 

can do much to decrease the amplitude of the 
Monetary remedies, fluctuations of the trade cycle by manipulating 

the bank rate, or by engaging in open market 
operations. When business shows undue signs of expansion, the 
Central Bank should put up the screw, increase the bank rate and 
sell securities in the market. Similarly, approaching periods of 
depression can be corrected by a lowering of the bank rate, pur- 
chase of securities, etc. In this way it is claimed that if the Central 
Bank is sufficiently bold and far-sighted, it can offset the wave-like 
movements of the trade cycle. 


Those who subscribed to the underconsumption theory are 
not satisfied with mere manipulation of the bank rate and open 
market policy. In their opinion, steps should be taken to stimulate 
the falling propensity to consume which is the root cause of 


: depression. The tax system should be so devised as to secure a 


much more equal distribution of incomes and 
Greater equality ied the fundamental cause of the “over- 
on saying” propensity. Mr. Hobson pleads for an 
adjustment of the wage rates in the upward direction during a 
boom. By increasing wages and reducing profits, it will stimulate 
consumption and slow down savings. By reducing profits, it 
would check the incentive of businessmen to borrow and of bankers 
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to lend. So less credit would be created. Prices would rise by a 
smaller percentage. 


Other economists who consider these cycles to be caused by 
fluctuations in the volume of investment goods, plead for the 
adoption of measures to curb investment during booms and to 
stimulate it in a depression. In their opinion, monetary measures 
will only create the favourable environment for the successful 
adoption of fundamental remedies. But they cannot eliminate 
the trade cycles. The best remedy is for the government to carry 

out a contra-cyclical fiscal policy in various 
oe ee directions. The public authorities should plan 

i their public works programme in such a way 
that a greater amount would be spent in times of depression and 
less in times of booms. For example, more post offices, more roads, 
more railways, and irrigation works should be constructed during 
periods of depression. This would relieve unemployment, increase 
incomes and stimulate consumption. Taxes should be reduced 
during depression, specially the taxes on business profits. This is 
likely to stimulate private investment. , The budget should 
deliberately run into deficits to be financed by loans.? 


During booms, public works programme should be curtailed ; 
heavy taxes should be levied on business profits so as to check 
private investment, and the budget should show sufficient surplus 
which should then be utilised to eliminate the previous deficit as 
far as possible. These and other measures designed to stimulate 
consumption and private investment during depression have been 
advocated to cure the trade cycle. { 


. See next chapter as well as Ch. XUT. 
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CHAPTER XLIV 


OBJECTIVES OF MONETARY POLICY 


EXTERNAL vs, INTERNAL STABILITY : The pre-war gold standard 
"was managed for the purpose of securing exchange stability. The 
exchange rates were kept stable within the narrow range of the 
gold points, and the internal price and cost structures were allowed . 
to fluctuate. That such stability of exchange rates secured large 
benefits for the world is no longer doubted. It facilitated large. 
scale movements of goods from one country to another. It also 
fostered the growth in the volume of international investment. But ' 
eritics have not been wanting who questioned the utility of stable 
exchange rates. , 


"These critics argue that exchange stability connotes only a 
very small thing. It does not mean the stability of the foreign 
walue of the local currency. It only protects the foreign trader 
from the fluctuations in exchange rates. But it does not protect 
the producer for export, as it does not guarantee either stability 
‘of the export prices, or stable relations between his costs and 

prices. ‘The costs of the export producer will 
Lee d ARS depend on domestic conditions, while the prices 
that he will get for his products will depend 


en the vagaries of the world price-level. “It is a narrow conception 


of foreign trade which looks merely to the interests of the middle 
‘man, and neglects those of the home producer.” Moreover, stability 


-of the exchange rates would communicate all sorts of disturbances 


"occurring in other countries to the domestic system. A political 
‘disturbance in the U.S.A. would at once communicate its economic 
-effects to India. It is better, therefore, to follow a policy of internal 


stability of prices and let the exchanges “go hang.” 


But this is putting the dilemma in much too an extreme form. 
“To put the two as absolute alternatives is not merely an exagger- 
ation ; it is untrue.”! Stability of exchange rates cannot be main- 
tained for a long time if the internal economic conditions are 
allowed to fluctuate. That has been amply proved by the complete 
[break-down of the gold standard in the thirties of this century. 


1The Future of Monetary Policy, p. 116. 
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Similarly, stability in internal prices alone cannot be achieved 
successfully if exchange rates are allowed to fluctuate violently. 
Only a country which took no part in international trade and 
investment would be able to secure the one without the other. When 
a country is doing a fair share of the world trade instability in 
exchange rates would mean an upsetting of the internal price-level, 
if only because import prices play a substantial part in the deter- 
mination of the general price-level, Hence from a broad point 
of view, the two types of stability are dependent on each other. 
There is no doubt that the two policies may be in conflict with each 
other on particular occasions (e.g., wars and revolutions, abnormal 
movements of short-term funds, etc.). It should be the aim of 
monetary policy to harmonise the two as far as possible. But exces- 
sive pre-occupation with mere external stability should no longer 
be encouraged. More and more attention should be paid to the 
formulation of policies for securing some amount of stability in 
the internal price and cost structures. 


MONETARY AIMS AND PRICES: Assuming therefore that our 
aims should be to manage the internal price-structures, the next 
question that arises is—how do we want prices to behave? Let 
us for the moment leave aside the rather awakward question, can 
we really manage the prices? Supposing we can do that, shall we. 
try to have stable prices, or rising prices or falling prices ? 


Marshall, writing in the latter part of the 19th century, showed 
a preference for a falling price-level. Periods of rising prices 
contain within themselves seeds of future disasters. Wild oats are 
sown during those periods, whose fruits the economic system had 
to gather painfully during the succeeding periods of depression, 
With falling prices, though the businessmen get less, the wage- 


| earners get more. In these ways, he argued the case in favour of 


falling prices. But the prevailing opinion during the pre-1914 days 
was in favour of any of these two courses,—gently rising price-level 
and a stable price-level with a majority for the latter. 


A GENTLY RISING PRICE-LEVEL : The case in favour of a gently 


rising price-level rests on the fact that it acts as a great incentive 


to enterprise. When prices rise, the expenses of the businessmen 
do not rise as much as prices. It is well-known that wages are 
sticky, and follow prices haltingly. Hence during. 
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such periods, businessmen can make large profits. Prospects of 
such profits will stimulate them to an increased production of goods. 
Thus rising prices would secure a fuller employment of workers 
than could otherwise be obtained. “Is it not 
Advantages, rising prices that empty the work-houses and 
the employment exchanges registers, and fill the 
factories and the shipyard ? And is it not better that all should 
be busy, even though grumbling at the cost of living than that some 
should be living cheaply and other left on the street ?"? More- 
Over, according to Robertson, the industrial advance in. the 19th 
century has been made possible because of the stimulus given by 
rising prices. Periods of rising prices cause the wealth of the 
community to increase faster than would otherwise be the case. 
"There is of course much truth in this view. But we must also 
set on the other side the difficulties of such a policy. The arguments. 
in favour of this policy rest on the questionable 
Defects, assumption that businessmen require an extra 
incentive to carry on their functions energeti- 
cally. When prices are stable, it does not mean that businessmen 
would have no adequate stimulus. The usual ups and downs in the: 
prices of individual products will often provide an adequate stimulus. 
Moreover, such a policy would also mean that the inefficient busi- 
messmen would survive and succeed in the competitive struggle 
because of the profits received from rising prices. Pressure upon 
businessmen would be lacking to induce them to exercise their 
abilities to the utmost, There is also the danger that the prospects 
of large profits will lead to over-expansion in the making of capital- 
goods and to a speculative boom. If this happens, and is likely to. 
happen, then we must be prepared for the inevitable depression. 
Tt is doubtful whether the balance of advantages lies on the side 
of the rising prices when we take into consideration the serious loss 
of wealth and of employment resulting from the depression. Lastly, 
there is that uncomfortable question of social justice. Periods of 
rising prices lower the real value of the money incomes of the wage- 


earners, and the investing classes. Is it desirable that they should 


be continually robbed of their honest efforts in order to put the 
businessmen on their mettle ? 


2 Robertson, Money. p. 139. 
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A STABLE PRICE-LEVEL : The case in favour of a stable price- | 
level is very popular among economists. In the first place, such Y 
a policy is extremely simple and very easy to grasp. In recent F 
times, we have so much experience of the evils of instability of 
‘prices that to point out the benefits of stable prices seems to be 
superfluous. Secondly, it has been argued that such a policy can 

be supported on broadest grounds. Money is 
Advantages. a measure of value, and like all measures, 

should be stable in value. Just as we consider 
it as self-evident that a pound, being the measure of weight, should 
always contain the same weight, so money should also measure 
the same value. Thirdly, it is pointed out that trade cycles have 
always been accompanied by large fluctuations in prices. Whatever 
the causes of the trade cycle,—monetary or non-monetary, it seems - 
"overwhelmingly probable that stability of prices would do away 
with the more extreme fluctuations in business activity. Lastly, 
such a policy would ensure justice between debtors and creditors, 
‘and between the wage-earners and the employers. | 


. «Kt has, sometimes, been said in criticism of this policy that a 

stable pricelevel would not provide sufficient incentive to the 

businessmen. But stability of prices does not imply absolute 
. quiescence. "There would still be the ups and downs of individual . 
industries. Moreover, it does not mean absolute stability of prices. 
We must allow for a margin of tolerance in the movements of. n 
prices. Small changes on either side of the index-number will 
"of course, occur. All these would provide sufficient stimulus to 


"these businessmen. 


HM In spite of the simplicity of such a policy, there are several 
ER diues in the way of price-stabilisation. There are many price- 
p levels, the retail price-level, the wholesale price-level, ete, . 
ate to stabilise the value of money, we should keep the retai prices 
_ ‘stable. But this is not possible. We do not possess complete data 
for ccnstructing a satisfactory index-number of retail prices. 
There is also the difficulty that the quality of 
the commodities going under the same name 
changes constantly at different dates ; and that 
re appearing and old ones dropping out. Owing 
» it has been suggested to stabilise a wholesale 


culties of such 
commodities a 
ficult 
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price index. Such an index-number, to be practicable, would consist 
of a selected list of goods. As such, it would be exposed to a real 
danger. Suppose that sixty commodities are selected, and their 
prices are kept stable. The prices of other commodities will be 
allowed to fluctuate. Investment in the selected commodities would 
be comparatively safe, as there would be little risks of price- 
instability, but investment in the other goods will not be so safe. 
Hence the tendency will be for investment to increase in the selected 
goods, and to decrease in the production of other goods. The 
direction of investment may thus be warped. The stability of such 
an index would not provide any guarantee of real economic stability. 
A more fundamental criticism is that a policy of stable prices would 
not guarantee the absence of inflation or deflation, In a commu- 
nity where large technical advances are being made, prices should 
fall pari passu with the increase in productivity. But if. prices 


are kept stable, this would give rise to abnormal profits, leading 


to over-investment and collapse. This actually happened in the 
U.S.A. in the pre-1929 years. The Federal Reserve Board kept 
the prices more or less stable during this period. But productivity 


' was increasing rapidly in America. The result was abnormal profits, 


leading to the stock exchange boom and then the collapse. 
Conversely, prices may remain stable, and instead of a price-fall 
there may be a piling up of goods in warehouses, or reduction in 
output. “It is theoretically conceivable that there might be severe 
depression during which prices remain stable but in which all the 
consequences of a price-fall are reproduced in their strongest 
forms."? Thus stable prices would ensure neither stability of 
employment nor of consumption. 


“NEUTRAL” Money: In view of the defects of stable prices, 
jt has been proposed recently by Mr. Hayek that the ideal mone- 
“tary policy is that which interferes as little as possible with the 
“operation of non-monetary forces. When there is no money, and 


"the barter system prevails, ratios of exchange would be established 


^ between different rosie The aim of monetary 
Money should be policy is to see that the same ratios of exchange 
vien prevail even under money. The introduction of 
money should not “distort” the situation that should have obtained 


8 The Future of Monetary Policy, p. 58. 
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under barter. Money, in other words, should be neutral in its 
effects on prices. 


This could be secured, according to Mr. Hayek, not by stability 
of prices, but by stability in the quantity of money in circulation, 
If the supply of effective money is kept constant, then there can 
be no distortion of the ‘real’ ratios of exchange through changes 
in the quantity of money. The price-level would then vary inversely 
with productive power. If the efficiency of the productive system 
increases as a result of technical inventions, or the discovery of 
new supplies of natural resources, it will lower the cost of production 
per unit of output. If the quantity of money is kept constant, prices 
would also fall, and there would not be any inflation of the profit 
margin. If, however, productivity falls as a result of the 
destruction of wealth due to wars, etc., then prices would rise. 
Changes in population would also lead to changes in prices, an 
increase in population leading to a fall in prices and vice versa, It 
should be noted that under this policy, the quantity of money would 
not be kept constant under all circumstances. It only means that the 
quantity of “effective” money should be kept fixed. The quantity - 
of money would thus be increased when the velocity of circulation 
of money falls, or when vertical disintegration takes places, i.e., the 
number of stages in the processes of production increases.* 


There is much to be said in favour of a pricelevel varying 
inversely with productive power. It would mean that the creditors 
s and ihe investing classes would automatically 
Price-level varying receive a share in the fruits of progress in the 
B sea adae P?" form of falling prices. Moreover, the wage- 
ui earners would then secure higher real wages 
‘without haying recourse to perpetual demands for a rise in money 
- wages,—demands which, whether or not they involve actual stoppage 
- of work, certainly tend to embitter human relations and to devour 
the energies of constructive leadership.”° 


' But such a policy will be faced with most serious practical 
Re ilties, In order to keep the effective supply of money constant, 


rices and Production, p. 1-24. 
Money, p. 136. 
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the quantity of money has to be changed as its velocity of 
circulation is altered, or as the extent of inte- 
gration of business is changed. But how 
is the central bank to know when and in what 
degree the velocity of circulation, or the extent of integration or 
disintegration of the firms has changed These practical dif- — 
culties are almost an insurmountable barrier to the successful - 
carrying out of such a policy. Another fundamental difficulty 
arises when we consider the case of increasing productivity. Under 
such a policy, prices would fall as cost reductions are effected. This 
pre-supposes conditions free from artificial monopoly prices, If 
some prices are monopoly controlled, and are thus prevented from 
falling, then other prices must fall by greater degree in order that 
average prices should correspond to the average costs. These 
other industries would then be subjected to a prolonged period of 
depression. It is essential that the prices of all factors must fall 
in the same proportion as the prices of goods. But to assume that 
wages, rent, or interest could he freely adjusted to changes in prices, 
that there are no problems of fixed interest rates, of wages regula- 
tions, would be to assume away all the difficulties in the situation. 
And if the economic system is so highly flexible, any monetary 
policy would be as good as another, 


Difficulties of such 
a policy. 


In view of these conflicting opinions it is very difficult to 
determine the proper monetary policy. But there is unanimity 
at least on one point :—efforts should be made to avoid, as far 
as possible, the abnormal fluctuations in business activity. And 
so far as monetary activity alone can control the economic system, 
the aim should perhaps be some stability of prices with suitable 
adjustments necessitated by large changes in productivity when 


- these take place. 


OTHER OBJECTIVES: In addition to the objective of reasonable 
price stability modern central banks have also been required to 
observe some other objectives. The second is the objective of full 
employment or the maintenance of a high and stable level of — 
employment (as it is sometimes put). This is the result of the 
impact of Keynesian ideas. The management of money is to be 
undertaken in such a manner as to minimise the volume of unemploy- 
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ment in the community in so far as the volume of employment: 
is amenable to control by monetary means. 


A third objective has found place primarily during the fifties. 
of this century. The monetary authorities are also expected to 
follow of the objective of fostering a high rate of economic growth. 
The level and the structure of the interest rates and the supply of 
credit are to be manipulated for the purpose of enabling the 
economy to achieve a high rate of growth. 


A last objective may be regarded as classical in nature 
= —maintenance of equilibrium in the balance of payments of the 
untry. The authorities have to manage the money market and 
price-structure in such a manner as would enable the country 
naintain equilibrium in the balance of payments. This does not 
ourse mean that there should be no deficit in the balance of 


ns. The attempt to maintain full employment, for 
may lead to large-scale wage increases as labour unions 


9f equilibrium in the balance of payments. Similarly, 
attempts to increase the rate of economic growth may 
n an inflationary rise in prices. Or a country (like the 
Ww ch wants a higher rate of growth may adopt a low 
Policy to stimulate investment. But such low rates of 
y lead to large-scale outflow of funds to other countries 
of interest. As a result, that country will be 
problem of deficits in the balance of payments. 
flicts between the various objectives,—reasonably 
ployment, a high rate of economic growth 
he balance of payments—arise, the authorities 

a compromise and work out a possible Tine 

cing some portions of these objectives, 
em as is practicable under the give 
4% X i i M 
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INTERNATIONAL MONETARY FUND 


INTERNATIONAL CURRENCY PROPOSALS : We already know that 
all the countries of the world were either forced off the gold - 
standard or gave it up in self-defence during the great depression, 
There ensued a period of unstable exchange rates, high tariffs, 
quotas and depreciating currency. The volume of international trade 
; began to shrink continuously, It was soon recognised that in the 
post-war period, the reconstruction of the devastated countries cannot 
proceed smoothly if the trade between the nations is not freed from 
its present shackles. This cannot take place unless the rates of 
exchange between the different countries are kept stable. But a 
return to the gold standard of the pre-war variety with its rigid 
exchanges rates was considered inadvisable. That standard was too 
narrow for effective functioning of a relatively inelastic economic — 
system. The new system must. therefore, secure to each country à 
. large degree of autonomy in the management and regulation of its 
economic life. As the prospects of the end of the war drew nearer, pi 
it was felt that the problem of international monetary reorganisation 
must be tackled first of all. The question was discussed for more 
than a year by the experts of the U.S.A. and U.K. At first each 
of the two countries put forth for discussion two different Currency 
Plans,—the Keynes Plan and the White Plan. As a result of further - 
discussion between the experts, another scheme was evolved, and a 
Conference of the representatives of the United Nations was held 4 
_ at Bretton Woods in the U.S.A. in July, 1944, These proposals » 
! “Were approved at the conference with some modifications, and were 
$ submitted to the different governments for ratification. 


The Bretton Woods monetary agreement falls into two parts. - 
The first deals with the provisions relating to the International .— 
Monetary Fund. The second. concerns the 
International International Bank for Reconstruction, ‘The 
iba pas International Monetary Fund is to be set up 
by those members of the United Nations who ratify the agreement, 


A 
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It cannot be put into operation unless the governments, contributing = 
65 per cent of the total quota, ratify the agreement. The total 
xesources of the Fund amount to 8800 million dollars, to be sub- 
scribed by the member countries, The quota of each member has 
been fixed in the agreement. The U.S.A. contributed 2750 million 
dollars ; Great Britain 1300 million dollars ; the U.S.S.R. 1200 
million dollars ; China 550 million dollars ; France 450 million 
dollars and India's share was 400 million dollars. Each member 
has to pay in gold, as a minimum, either 25 per cent of its quota, 

or 10 per cerit of its net official holding of gold and dollars, which- 
ever is less. Balance of its quota is to be paid in its own 
currency. The Fund is managed in the following way. There 
is a Board of Governors where each member has one representative. 
This Board will decide large questions of policy. The real 
authority is vested in the Executive Committee, consisting of 
12 members, of whom five have been selected by the U.S.A., U.K. 
China, France and India. The other American republics elect two 
Directors. Five Directors have been elected by all other countries. 
"The election takes place according to the system of proportional — 
representation, each member having 250 votes plus one additio nal E. 
vote for each part of its quota equivalent to 1,00,000 dollars. The 
Executive Committee appoints the Managing Director who is the - 
chief of the operating staff. The principal office is in the U.S.A. 


NE 


The resources of the Fund are utilised to promote exchange 
‘stability, to maintain exchange arrangements among the members, 

to avoid competitive exchange depreciation, and 

Functions. io eliminate foreign exchange restrictions 
un which hamper the growth of world trade. 
_ The main purposes to be followed by the Fund are to assist in the 
~ establishment of the multi-lateral system of payments in respect 
iof current transactions, and to facilitate the expansion and balanced 
growth of internal trade. The Fund is not meant to be 
concerned with the international indebtedness arising out of the 
last war, nor with the relief or reconstruction Operations. Its main 
netion is to promote exchange stability, and to facilitate the 
ement of international accounts. The following provisions have 
| made to secure exchange stability. At the time of adhering 
nt, each member shall determine the par value of its 


= 
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circumstances necessitate such a step. The plan provided machinery 
for changing the par value of a currency. Each member can 
When can ex. Change the par value of its currency by 10 per 
change ratio be cent after consulting the authorities of the 


~ changed ? Fund. The latter will have no right to raise 


any objection. If this change does not remedy the situation, the 
member may then propose further changes in its rate of exchange 
to the authorities of the Fund. The latter may either concur, or 
object but it must declare its opinion within 72 hours, if the 
proposed alteration does not exceed 10 per cent of the initial par 
value. Further changes can be made with the permission of the 
Fund which must concur “if it js satisfied that the change is 
necessary to correct a fundamental disequilibrium.” Thus the 
provisions of the Fund will guarantee reasonable stability of 
exchange rates, while providing a suitable machinery for bringing 
about orderly and agreed changes in the rate when the fundamental 
‘economic conditions change. 


Another important function of the Fund is to promote the 


“settlement of international accounts, A country may be faced 


with an unfavourable balance of accounis, and 
The fund and the jg may find it difficult to secure the currency 
i outer of the creditor country to settle its balance. 


Faced with such a situation, the country may be forced to restrict 
foreign exchange dealings, and to control its foreign trade. To 


solve this difficulty, the following provisions have been made. The 
member will have the right to buy from the Fund the requisite 
foreign currency of the creditor country in exchange of its own 
currency, to meet the deficit in the balance of accounts. There are 
of course, certain conditions. First, the member cannot purchase 
foreign currency from the Fund beyond 25 per cent of its quota 
within a period of 12 months. Secondly, the aggregate of such 


32 
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its currency exceeds its quota, 


these fees, the country concerned will have to take necessary 
measures to check the growth 


of its debit balance beyond a certain 
size, 


The fund and the ™AY not possess such 
creditor country, quantities, 


currency from th 
with the permissi 


ese steps prove insufficient issue a Teport, setting forth —— | 
the cause of Scarcity of such a currency, and submit recommenda.» j 


- They may make provisions . 
for rationing supplies of the scarce cu 


untry to.be more reasona 
others. d 


y currency arrangemen 


, etc. 
Such restrictions are to 


be given up. 


International Monetary Fund 


plan has 
asonable degree of stabi 


lity to 


thus been designed 
the exchange rates 


INTERNATIONAL MONETARY FUND 499. 


without making the parity absolutely rigid. To that extent it is an 

improvement upon the pre-war gold standard, 
The role of gold in. What place has been allotted to gold in the 
proposals ? Though the Fund System is not 
like gold standard, gold retains a prominent place in the scheme, 
The proposals are not designed to supplant gold altogether, The 
quota of each member is to be subscribed in gold to the extent of 
25 per cent or 10 per cent of its net holding of gold and dollar, 
The initial parity is to be expressed in terms of gold as a common 
denominator, or in terms of the US. dollar. Thirdly, when the 
Fund is unable to secure sufficient quantities of a scarce currency. 


the plan, 


it may buy it by the offer of gold. Thus the status of gold as the. 


ultimate means of international payments is clearly recognised by 
this and similar other provisions. Thus gold still occupies 


a predominant position, though it is no longer the King, and. 


has been robbed of all powers of mischief. Though the rates of 
exchange are to be expressed in terms of gold, such rates are flexible, 
and can be altered from time to time. By creating a pool of 
national currencies, the Fund will provide a good substitute for 
gold for settling the ordinary balance between nations, 


The second part provides for the establishment of the Inter- 
national Bank for Reconstruction and Development. The need for 
such a Bank arose from the fact that almost 
all the countries have been ravaged by the war, 
and will require large quantities of capital for 
reconstruction and development. It is therefore essential that 
capital should flow from the rich countries to the capital-poor 
countries. Tt is clear that only the U.S.A. will be in a position 
to supply the needed capital But the American investor has 
incurred so much loss in the inter-war years on its foreign invest- 
ments that he may not be willing to invest any more in foreign 
lands, The Bank is expected to solve this difficulty. The bank's chief 
function will be to guarantee loans made by private investors, 
Tt will not itself grant loans ; it will only guarantee a lender against 
the risk of default. Thus the Bank will make it possible for a 
foreign country to borrow at reasonable rates of interest. The 
authorised capital of the Bank will be 10,000 million dollars, divided 
into 1,00,000 shares to be subscribed by the members. Twenty 


"The International 
Bank. 
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per cent of the subscription shall be paid, or subject to call as 
needed by the Bank for its operations. The remaining 80 per cent 
will be called up as needed. Two per cent of the subscriptions shall 
be payable in gold or U.S. dollars. The objectives of Bank are to 
provide capital for the economic reconstruction of the countries ; 
to strengthen their monetary and credit structure by redistributing 
the world supply, etc. The business of the Bank will be conducted 
exclusively with governments or their agencies. All loans that the 
Bank guarantees must fulfil the following conditions : the payment 
of interest and principal must be guaranteed by the government 
of the borrowing member country ; the Bank must be compensated 
for the risk it assumes, etc. 


The Bank will make possible a resumption of international 
‘ending on a sufficient scale to meet the needs of reconstruction. It 

. «an play a vital role in the right conditions. Its success will depend 
- on the readiness of the creditor countries, chiefly the U.S.A., to 
| accept payment of the services on their loans in goods or services. 


CHAPTERXLVI 


THE NATURE OF PUBLIC FINANCE 


Public finance is that branch of economics which deals with 
the income and expenditure of the public authorities, including 
all types of governmental organizations and local bodies. The 
importance of the study of public finance is increasing now-a-days 
on account of the continuous growth in the activities of the 
government. Modern governments are no longer content with 
serving as mere police states. They have extended the sphere of 
their activities, and have undertaken the function of maintaining 
full employment in the country, and of introducing various schemes 
of social insurance for the industrial workers and the general 
population. They construct roads, warehouses, airports, irrigation 
canals, railways etc. They have set up and are maintaining schools, 
colleges, hospitals etc. They are undertaking the production and 
supply of water, gas and electricity. As a result, the expenditure 
of every government has increased so that it now absorbs a large 
part of the national income. The activities of the government now 

- affect the level of incomes, employment and output to a greater 
extent than before. 


With this vast increase in the incomes and expenditures of 
the government an important change has been introduced in the 
study of public finance. The various aspects of the finances of the 
government are now studied with reference to their effects upon 
the production and distribution of the national income as a whole, 


and upon the volume of employment and direction of the productive 


|resources. Less emphasis is now being paid to the separate treat- 


ir A i 
ment of the taxes and the expenditure of the government than was 


done in previous studies of public finance. 


PUBLIC AND PRIVATE FINANCE COMPARED: In broad outline, 
the principles which govern private and public finance are more 
or less similar. But there are also important differences, The 
most fundamental difference that is usually stated is that while 
in the case of individuals. their expenditure is determined by 
their income, the public authorities adjust their income to their 
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expenditure. Thus the individual cuts his coat according to his 
cloth ; the state first decides the size of the coat, and then sets about 
gathering the necessary cloth. But this is putting the difference 
in much too an extreme form. There are occasions when the 
individual tries to adjust his income to his expenditure, He may 
decide to marry, and put forth increased efforts to earn a larger 
income in order to meet the increased expenditure of a married 
life. Similarly, the government may have, like an individual, to 
adjust its expenditure to income. During depressions, when 
revenues fall off, a government may be forced to retrench its 
expenditure so to keep it within the limits of its possible revenue. 
Thus the difference should not be exaggerated. But it remains true 


that there is some difference. It will be more apparent when we . 


consider the ways in which an individual tries to balance his 
budget. If it becomes absolutely essential for an. individual to 
“incur additional expenditure in a year, he might meet it in two 
‘ways :—by trying to earn extra sums of money, or by borrowing 
from others. The public authorities will also adopt any or 
pethaps both of these two methods. But here a difference arises. 
The government may borrow from outsiders (Le. from a different 
country); or from itself (ie, from its own members), or it may 
print more paper notes. But an individual can only borrow from 
outsiders. He cannot borrow from himself, nor can he make his 
own 1.0.U.'s legal tender. e 


There is another difference between private and public 
expenditure. Ordinarily, an individual will distribute his income 

. on different items of expenditure in such a Way as to obtain equal 
marginal utilities from each. Of course this is seldom done in a 
perfect way. The ideal for public expenditure should also be the 
same. But in case of the state, this ideal is seldom realised in 
practice. Owing to the existence of sentiment, or special interests, 
|... the government is often forced to spend money for worthless pur- 
LE Poses. This tendency is very strong in young democracies, or 
n" Where communal and racial feelings are high. But one point must 
Fe noted in favour of public expenditure, Tn strict theory, the 
| dual is assumed to distribute his income on present or 
i needs in such a way as to get equi-marginal utilities from 
aM it people discount the future at a high rate and make 
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inadequate provisions for the future. The state, however, does not 
‘discount the future at such a rate, and makes (or shall we say— 
should make) better provisions for the future than is done by the 
individuals, 


Another important distinction lies in the fact that for the 
individual, it is desirable that he should strive to keep his 
expenditure within the limits of his income. But for the state 
an increase of expenditure may frequently increase the total national 
income, and improve the fiscal position of the state. The effects 
of state expenditure on production, employment and income are 
not similar to those of private expenditure. The success or failure 
of the fiscal policy of the state is to be determined by noting the 
effect of public expenditure upon the aggregate national income 
and employment. 


AIMS OF PUBLIC FINANCE: What are the principles that 
should guide the levy of taxes and government expenditure ? 
Different writers at different periods have suggested a number 
of principles. We propose to discuss some of them in the following 
paragraphs. 

The principle of minimum expenditure: Not long ago the 


general idea was that the best way to deal with the problems of 


public finance was to lay down this golden rule that the govern 
ment should tax and spend as little as possible. This idea derived 
its justification from two strands of thought. One was the per- 
vading spirit of individualism. Just as the best of all government 
"was no government, so the best government was that which spent 
very little money. Secondly, it was stated that governments 
‘spent money mainly for unproductive purposes, while individuals 


pent it for productive purposes. Hence in the words of Gladstone 
money should be left to fructify in the pockets of the individual. 


But it is a wrong principle which would eut public expenditure 
to the bone. Taxes are not necessarily evil things. There are many 
axes which perform socially justifiable functions. A tax on alcohol 
checks consumption of liquors and thus does some positive good. 
A tax on imports which leads to the successful development of a 
‘home industry adds to the national dividend. Moreover, it is 
quite possible that the government would spend money for. better 


seas di. 
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purposes than the individual. The latter would have spent the 
money on (say) the race-course, while the government would spend 
it on the education of the poor, Public expenditure often increases 
the productive efficiency of the country. This does not mean that 
all public expenditure is a positive good. There are some writers 
who go to this extreme, and advocate an indiscriminate extention 
of public expenditure, This is also not good. There are many 
taxes which do positive harm to the national income of the country. 
A highly steep income tax and death duty, for example, may check 
savings and curtail production. Similarly, all public expenditure 
is not good. Expenditure on unnecessary wars, for example, is 
clearly a waste. 


The principle of maximum advantage: Another principle is 
that the government should conduct its finances in such a way as 
to secure the maximum social advantage. By taxation or by 
incurring debts, a government obtains its revenue and by a series. 
of expenditure, this income is gradually disbursed. Thus there isa t 
continual transfer of wealth from one set of persons to another 
and ‘changes take place in the amount and in the nature of wealth 
which is produced.’ If the transfers and changes, on the whole, 
bring about maximum social advantage, including the full utilisation. 

- of all resources, they are justified. 


In considering whether maximum social advantage is 
secured in a community or not, the following points should be 
taken into consideration. First of all, the character and compo- 
sition of public expenditure should be considered, Some expendi- 
ture may be heavy, but if they are of the nature of capital invest- 
ment, the ultimate welfare may outweigh the present burden. 
Other expenditures may not be heavy but may be quite unremunera- 
tive. If such expenditure, however, is incurred for preserving the 
community from external attacks and internal disorder, it is strictly 
= — justified from the standpoint of total welfare, though not from the 
- point of economic welfare. Secondly, the nature and methods of 
= the taxing system employed are important. The same amount of 
revenue may be obtained through different methods of taxation, 
the burden of taxation under one method may be lighter than 
other methods. Thirdly, the ultimate effect of taxation 
i power of the community should also be studied. 
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If the tax system reacts unfavourably on the will to save and on 
the power to save, then clearly such a system is unjustifiable. 


THE PRINCIPLE OF FULL EMPLOYMENT: It is now being 
increasingly recognised in recent times that public finance should 
be managed in such a way as to establish and maintain full employ- 
ment in| the community. The rates of taxes and of public expenditure 
should be so fixed, at different levels of economic activity, that 
these will stimulate both public and private investment as well as 
mass consumption and so provide a volume of effective demand 
sufficient to absorb all available labour into employment. In any 
case, this policy involves large government expenditure designed 
to stabilise income and employment at a very high level. 


In under-developed countries it is being increasingly recognised 
that one of the important objectives of the tax system should be 
to facilitate the financing of the development programme of such 
countries. The tax system should be so devised as to promote 
capital formation at an appropriate rate, while avoiding the occur- 
rence of an inflationary situation. “On the whole, the kind. of 
tax system which would be best adopted....appears to be one 
which would increase the resources for investment available to the 
public sector with as small a diminution as practicable of investment 
in the private sector, and which, therefore, is accompanied by the 
- largest practicable restraint on consumption by all classes.” 


Often these objectives are combined with some others like the 
redistribution of incomes from the richer to the poorer classes, 
encouraging a faster rate of economic development etc. 


1See the excellent statement by Dr. Schumacher in The Economics oj 
Full Employment. 
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THE ROLE OF PUBLIC EXPENDITURE 


In the finances of the government expenditure, and not income, 
is the governing factor, and hence it is proper that we start with 
the discussion of the nature and effects of public expenditure, In 
order to understand the nature of public expenditure, it is necessary 
to classify the various items of expenditure in some logical manner. 

CLASSIFICATION OF PUBLIC EXPENDITURE : Public expenditure 
has been classified in many ways. In fact, each writer has his 
own classification. Certain classifications are comparatively easy, 
such as those between national and local expenditure ; federal, state 
‘and local expenditure, or those between productive and unproduc- 
tive expenditure. When a country has a unitary System of govern-. 

| — ment, the major portion of its public expenditure is incurred by its 
central government, while the various local bodies also spend their . 


schools, roads and bridges etc. In a federation, the federal govern- 
‘ment spends its revenues on such common subjects as defence, 
posts and telegraphs, diplomatic services etc.; while the states 
"have also their separate treasuries and spend money on such services 
“as police, jails, education, etc. In addition, local bodies incur 
some expenditure on purely local services, This distinction may 
be important from the constitutional and administrative purposes. 


But it is not of much significance in a theoretical study of public 
finance, 


The same thing may be said of the other classification,—that 
between productive and unproductive expenditure, Productive 
expenditure was supposed to consist of those items which yielded 
. Some definite monetary return, while all others were regarded as 
unproductive. There are, however, certain items of expenditure, 
- (for example, those incurred on education, public health etc.) that 

do not yield any immediate monetary return, but do ultimately 
crease the productive efficiency of the people. 


This classification 


important. 
ther classification is that made by Prof. Pigou between 
expenditure and real expenditure. When a government 


|. Tevenues.on such things as the local water supply. lightening, "UN 


t 
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spends money in paying the salaries of the postmen, or of the 


` police, it is using the services of those people ; whereas if it pays 


out money to the people who are unemployed, or to the refugees, 
this payment is not made in return for any service, The second 
type of expenditure is known as transfer expenditure ; and the 
first is called real expenditure. Transfer expenditure does mot. 
involve the using of any services and in not incurred to pay for 
some services, Hence it is not regarded as a part of the national 
income of the country. 


PUBLIC EXPENDITURE AND NATIONAL INCOME: The effects of 
publie expenditure upon the national economy may be studied from 
two standpoints ; effects on the volume of the national income and 


-effects upon the distribution of income. 


s The effects óf public expenditure on the level of the national 
income will depend on the manner in which it influences the level 
of employment and output. When factors of production are idle, 
23 during a depression, the expenditure of the government may 
provide employment to these idle factors and may, therefore, 
increase the national income. Public expenditure both on 


‘consumption and investment forms a substantial part of the total | — 


spending of the community and when other items of total spending 
are deficient in maintaining full employment, public expenditure 
may be utilised as a balancing factor, and may be increased so as 
to stabilise the aggregate level of total spending in the community. 


Public expenditure may also affect the volume of output in 
another way. It may influence the supply of enterprise either in 
a good or adverse manner. It may, for example, discourage risk- 
taking, and so affect the volume of private investment, There are 
also certain types of publie expenditure which may add to, or 
d'minish the productive efficiency of the people. Much expenditure 
by the state, meant for fostering the youth, whether through 
education, or through the supply of free tiffin during school hours. 
or through the provision of cheap houses, is likely to result in 
increased efficiency. Some types of public expenditure may also 
affect the propensity to consume on the part of different classes 
of people, and so influence the volume of employment and output. 


KA 


1For a further discussion, see Ch. IV. 
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In so far as the public expenditure confers greater benefits on the 
poorer sections of the community, and less on the rich, it increased 


the average propensity to consume and so raises the level of 
_ employment. 


EFFECT OF PUBLIC EXPENDITURE OF DISTRIBUTION: In many 
places of this book it has been argued that a less degree of 
inequality than that existing at present is desirable from many 
points of view. The question is how far public expenditure reduces 
this inequality. Two broad divisions as regarded expenditure may 
be made, viz., expenditure which benefits individuals, and 
expenditure which benefits the society at large. 


As regards the first class of expenditure there are many items 
which involve a direct transfer of wealth to the poor. Taxing 
of incomes at progressive rates and paying old age pensions to 
the poor mean such a direct transfer. Direct transfers of money 
are, however, rare. The more usual method of transfer is by the 
provision of free goods and services to the poorer classes, e.g., free 
medical service, free education, etc. Here also the effect is the 


same, the poor gain at the cost of the rich. Inequality declines _ ’ 


and total satisfaction increases. 


Expenditures which benefit all members of the country in a 
locality, as for instance, good roads, or free water supply to a town, 
affect the distribution of wealth no doubt, but it is very difficult 
to trace its effect and to allocate its incidence upon different 
persons. 


But the great drawback of attempting a redistribution of 
wealth by public expenditure is that it may reduce saving, first, 
of those who are taxed, and secondly, of those who receive the 
benefits of such expenditure. If there is a reduction of saving, 
there will be less to distribute in the future. As regards the effects 
of expenditure the Colwyn Committee held, “its effect on production 
seems to he conflict with that on distribution. But upto a certain 
point this is not the case. The difficulty is to know where the 
- balance should be struck.”? The principle of maximum social 


3 amm should be kept in view and all expenditure should be 


judged from that standpoint. 


MM ——————CHAPTER XLVI 
SOURCES OF PUBLIC INCOME 


SOURCES OF PUBLIC INCOME: The revenue of a government 
may be derived from taxes and from sources other than taxation. 
These non-tax sources may be further classified as follows— 
(a) fees, (b) prices, (c) special assessments, and (d) fines and 
penalties, Some revenue may be derived from voluntary gifts, but 
these are negligible. 

A tax is a compulsory contribution levied on the wealth or 
income of an individual by the government of a country without 
reference to any benefit. A tax is, therefore, a compulsory pay- 
ment, and as we shall see, herein it differs from price. The second 
feature is that the tax must be paid whether the individual derives 
any special benefit or not. “The essence of a tax, as distinguished 
from other charges by the government, is the absence of a direct 
quid pro quo between the tax-payer and the public authority.” A 
rich person cannot claim that he would not pay taxes to support 
the public schools because he has no children. A tax is paid for 
the general or common benefits conferred by the government on 
all tax-payers. There is no question that taxes should only be 
paid in proportion to the benefit enjoyed by the tax-payer. 

A fee is a payment levied by the government in respect of 
services performed for the benefit of particular individuals. The 
services are usually undertaken for the purpose of control and 
regulation. It differs from a tax in that it is a payment made 
for a special benefit enjoyed by the payer of fees whereas a tax is 
paid for common benefits. The amount of the fee should in general 

‘be equal to the cost of rendering the service. That is, the payment 

made should usually be proportional to the special benefit enjoyed 
by the payer of the fee. In actual practice, fees often exceed the 
cost of the service or benefit rendered to the payer. 

A “price” means the revenue derived by the government from 
sale of services and goods. The government sometimes conducts 
a business like an ordinary businessman, and the revenue derived 
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Írom the sale of such a commercial concern is regarded as price. 
The government sells timber from its forests, salt from its factories. 
A price, unlike a tax, is not a compulsory payment. If I do not 
buy postcards, or do not travel in railways, I am not obliged to 
pay anything to the government. Those who do not avail them- 
selves of these goods and services escape payment. The price is 
also paid in return for some special benefit. The service for 
which a fee is paid is considered more important for the public 
than that for which a ‘price’ is paid. The element of public pur- 
pose is more prominent in the case of fees than in the case of 
prices. 

“Special assessment” is a payment made by the owners of real 
property in respect of any improvement made to their property 
by the publie authority. When the Improvement Trust opens out | 

—. a park in a locality, the owners of adjoining site are benefitted by - 

the improvement as the value of land rises. If the Trust levies - 
"taxes on these owners determined with reference to the benefit | 

enjoyed by the owners. ie. increases in land values, it will bes 
Vt special assessment." The payment is made for, and in Wa n 
tion to the special benefit. Here it must be noted that tec 

improvement must be in pursuance of a publie purpose. 


It is not always easy to make clear-out distinction between 

- these different sources of public income. Fees and prices are often: 
found indistinguishable from taxes. Whenever the government 
levies fees at rates higher than the cost of providing the services, 
the levy pertakes of the character of taxes. The court fees have 
been utilised in India to some extent for the purpose of taxing 

. succession to property. In case of a public enterprise, the govern- 
ment may exercise its monopoly power in such a way as to raise 
the price much above what would have been charged under com- 

| petitive conditions. The French government utilised its monopoly — 

= over tobacco production in such a way as to contribute subs- 

_tantially ` to the treasury. [n these cases, prices charged by the state 

_ pertake of the character of taxes. Heil it has been rightly said 

that fants, fees and pees shade into each otherr; 


Cc a ein Ce A'PTER pur QOL ABIRE TANE. 
PRINCIPLES OF TAXATION 


The decision to levy any tax is not a simple one, The 
authorities have to take a large number of points into consideration, 
They have, first of all, to pay attention to some practical considera- 

tions like the justice of the proposed tax structure, the cost of 
` administration and the convenience of the taxpayers. Some of 
these practical considerations have been embodied by Adam Smith 
into a number of canons. Secondly, the authorities have to keep 
in mind the principles on which taxes are to be based. For 
example, is the tax burden to be distributed on the basis of benefits 
received, or on the basis of the ability-to-pay, or so as to impose- 
the least aggregate sacrifice on the community ? Finally, they have 
to decide the rate structure to be followed in levying particular taxes. - 
Is the tax to be levied on proportional, progressive or regressive: 
basis ? All these considerations are not, of course, independent :: 
they are, to a large extent, related to one another. For example, 
if the proposed tax structure is to ensure justice, it may have to. — 
be based on the ability-to-pay principle. The latter, in its turn, 
. leads inevitably to a progressive rate structure. In the subsequent 
- sections we propose to discuss these points one by one. 


ADAM SMITH'S CANONS OF TAXATION : Adam Smith, the father 
- of modern Political Economy, laid down certain canons regarding 
taxation, and any book on Economics would be incomplete without 
enumerating and examining them. 


; (1) Canon of Ability or Equality.—"The subjects of every 
“state ought to contribute towards the support of the government 
“as nearly as possible in proportion to their respective abilities ; 
that is, in proportion to the revenue which they respectively enjoy 
under the protection of the state." 


By this canon Adam Smith implied that the criterion. of 
payment of taxes should be that the ability to pay, or the sacrifice 
caused by the taxation, would be equal for everybody. Obviously- 
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a rich man is able to pay taxes at a higher ratio than his poorer | 


brethren. Hence the system of taxation should be progressive. 
But there is no unanimity among economists as regards the inter- 
pretation of this canon. Some maintain that Adam Smith implied 
that the tax system should be progressive and they quote approv- 
ingly Adam Smith in another part of his Wealth of Nations where 
he considered it to be “not very unreasonable that the rich should 
contribute to the public expenses not only in proportion to the 
revenues, hut something more than in proportion.” But others 
would lay stress on the word ‘proportion’ used by him in the 
original canon, and argue that he supported the principle of 
proportional taxation. 


* 
E _(2) Canon of Certainty —“The tax which each individual is 
bound to pay ought to be certain and not arbitrary. The time of 
payment, the quantity to be paid ought all to be clear and plain 
to the contributor and to every other person." j 


é The man paying the tax should know the exact amount which 
he is to pay during the year so that he may adjust his expenditure 
. . o his income after the payment of taxes. M 
"aen The state ought also to be certain about the amount of tax 
"it is going to obtain, so that its budget may be balanced. 


(3) Canon of Convenience —"Every tax ought to be levied 
at the time or in the manner in which it is most likely to be 
convenient for the contributor to pay it." 


, This is a rule of obvious importance. If it is violated, there 
~ will be unnecessary hardship on the part of the taxpayer. For 
example, the tax on agricultural land should be collected after the 
harvesting time. 


(4) Canon of Economy.—"Every tax ought to be so contrived 
as both to take out and to keep out of the pockets of people as 
. little as possible over and above what it brings into the public 
‘treasury of the State.” 


This canon, according to. Adam Smith, means that the cost of 
Hon should be kept as low as possible. The cost of collection 
be minimum consistent with administrative efficiency. If 
ortion of a particular tax is consumed in collecting the 


~~ cmn 
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tax, there cannot be any justification for it, 


taxing of incomes below a particular sum is not 
country, 


On this ground 
attempted in any 


AN EXAMINATION OF THE CANONS: First of all, a distinction 
should be made between the first canon and the rest of the three, 
The first canon is concerned with the principle of taxation, while 
others are concerned with mere administrative rules of taxation, 


As regards the principle of equality or ability, it may be 
pointed out that the canon is vague and ambiguous, Tt is not 
based on any one distinct principle. Tt is based partly on ethical 
and partly on economic considerations. It js ethical because it 
refers to justice in taxation ; it is economic because it is based on 
the economic capacity of the tax-payer, Ze, the revenue which he | 
enjoys under the protection of the state. The canon is vague. 
it still remains to be decided whether property, revenue or met 
revenue is the measure of ability, F urther, ability has sometimes 
been construed to mean equality of sacrifice, But this introduces 
complications. In accepting this meaning, we pass from an objective 
standard to a subjective or psychological standard. Again, the 
canon is ambiguous because it does not definitely say whether 
the principle of proportion or progression is to be accepted. 


The principles of certainty and convenience, though funda- 
mentally sound, are of comparatively little importance now-a-days. 
Any tax system is not worthy of the name, if these principles are 
not incorporated in any tax system. They are less important in 
comparison with other principles which Adam Smith could have 
included, but which he did not. For example, productivity and 
elasticity of the tax system are of higher importance than these 
two. é 


Lastly, the canon of economy is given a wider significance 
now-a-days than that given by Adam Smith. Adam Smith mainly 
meant by ‘economic’ that the cost of collection should be very low. 
A tax system might be economical from the point of collection, 
but it may have a disastrous effect from the standpoint of national 
economic as a whole. A very steeply graduated income-tax would 


33 
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Satisfy this canon as it could be collected with a very small 
expenditure of money. But it would not be economical from the 
broader national standpoint as its ultimate effect will be a shrinkage 
of the national dividend. A tax system should be economical not 
‘only from the standpoint of the present, but it should be so con- 
trived that it might prove economical even in the future. In other 
words, the tax should be equitable as not to press too heavily on 
the rich, as it may hamper capital formation. Thus the principle 
of economy is ultimately bound up with the principle of equity in 
taxation (more of this later in the chapter). 


Two more canons, viz., productivity and elasticity, formulated 
by later writers, should be considered in this connection. Taxes. 
should be productive. The foremost consi- 


_ Productivity, deration of a practical financier is to get 


sufficient funds for the state. He naturally 


-judges of the merits of a tax by the amount of its yield. Théo. 

that kind of tax is the best which ensures an automatic increase. - 
_ of revenue with the increase in the number of population and its- 
incomes. A tax on commodities fulfils this requirement. As - 
- population increases more commodities are consumed and the tax 


. yields larger and larger revenues. 


Another important canon of the tax system is that it should: 

. be elastic, The tax should increase or decrease according to the 

- needs of the state and according to the length of the tax-payer's. 

AO purse, Otherwise it would cause hardship to 

Elasticity, . the’ people. © Elasticity is . indeed no new 

_ ‘principle, but a combination of the canons of 

productivity and economy. Flexibility is a highly desirable quality 

in a tax system and no practical: financier can overlook its- 
importance in the selection óf taxés. 


T 


‘PRINCIPLES OF. TAXATION 


.Many theories have been put forward to guide the way in 
athe state should raise its revenue from citizens. In this 
| We d examine the more important of the theories one 


+ 
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(a) BENEFIT THEORY: According to this theory, the tax 
should ‘be proportional to the benefit enjoyed by each individual —— 
under the protection of the state. The more benefit an individual. — 
enjoys from the activities of the government, the more taxes he 
should pay towards meeting the expenses of conducting these i 
activities. There are some services which provide special benefit to 
individuals and others which confer general benefit on all. Cohn — 
based his classification of public expenditure on this broad division, 
The benefit theory of taxation follows from an extremely —.— 
individualistic notion of state functions. , 

But this theory is clearly inadequate as a principle of taxation, 

A tax, we know, is a payment made for the common benefits 
rendered by the state. The benefit to each individual cannot he 
measured separately. For example. how can we measure the benefit 
that we receive from the army and the police, or from a sound 
judicial system ? The amount of tax that we pay bears no relation 
to the benefit that we enjoy. If it did, it would cease to be a tax. 
Moreover, according to this theory, the poor should pay more tax 
than the rich, for they enjoy more benefits from governmental 
activities than the latter. Clearly, this is absurd. But this theory 
may be justified from one standpoint, viz. ‘if the relation to the 
state of citizens en masse rather than the individual taxpayer be |... 
considered. there is a sense in which the aggregate of taxes  — 
represents payment for the aggregate of collective benefits rendered 
by the state.’ ^ 

(b) THE COST OoF.sERYICE PRINCIPLE: More individualistic 
in outlook is the cost of service principle. This theory states that 
taxes are levied for meeting the actual costs undergone for render-- 
ing services by the state. This principle can, of course, be applied 
in determining postal rates and ‘railway rates where- railways are 
state-owned and in some other cases where specifie services are 
rendered. But with regard to the major portion of taxes, the theory 
cannot be applied. The cost. of services rendered to all subjects 
in common cannot be apportioned to each individual as it is not 
capable of determination. Further; under this principle, the receiver 
of old-age pensions should return not only the pension but also 
some part of the charge of the cost of administration sof thei a 


oe - i cebaes 
lLutz Public Finance, p. 295. 
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scheme, This is clearly absurd. Hence the theory has been 
abandoned long ago. 

(c) THE “ABILITY TO PAY" THEORY : According to this theory 
everybody should pay taxes to meet the expenses of the state in 
accordance with his ability to pay. Government is a common 
enterprise carried on for.the good of all. Therefore all should 
support it upto the limit of their capacities. 

That this theory conforms to our ideas of justice is clear. 
The trouble comes with the definition of “ability to pay.” What 
measures the ability of an individual? Previously, it was thought 
that the ownership of property was a good measure of ability. 

Those who possessed more property should 
er ability pay more. But soon it came to be seen that 

i; property was not a good test of ability. There 

_ are many people who possess a large income, but have no property. 
— A man may earn a large income by means of his labour ; he may 
i ‘spend lavishly without amassing any property. A surgeon, or a 
T. Darrister, for example, may earn a very large income by dint of 
= his skill, but he may not possess any property worth the name. 
— His ability to pay is large, but he would escape taxation if only E 
property is taxed. 

7 Later, it was asserted that expenditure was a better test of 
ability. Those who spend more can, it was assumed, afford to pay 
more taxes. So a tax on personal expenditure would, it “was 

4 thought, satisfy the principle of ability. But because a man has 
to spend more did not mean that he has a greater capacity to pay 
taxes. A person with dependants would have to spend more 

s money than another who had no dependants at all Clearly, the 

— . ability-to-pay of the first individual is less than that of the latter. 

$ But according to this interpretation, the first man would be called 
—— ento pay higher taxes. This is not justifiable. 


Taking all things into consideration the income earned by an 
‘individual seems to be best index of ability. Hence in modern 
EET - tax system, efforts are made to impose greater 
Hue: foe besides . burden on the higher income groups, and less 
on the lower-income groups. It should, how- 
be remembered that money income is not always a 
y actory test of ability. Two persons might 
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have the same money income. Yet their ability to pay taxes might 

be different. They may have different obligations. One may be 

a bachelor, while the other may have to provide for a large family. 

The attempt to tax them at equal rates will not be justifiable. 

Secondly, an individual's income may be derived from property ; 

while that of the second may be the result of his labour. The latter, 

having no property; will have to save a portion of his income tc 

provide for the future, which the former need not do. Their ability” 
to pay tax is thus not equal though bóth of them may have equal 
incomes. 

Lord Stamp says that in order to find the true criterion of 
ability, we have to take the following factors into consideration, 
besides, of course, the money income of the individuals. First. 
the period of time during which the income was earned should 
be considered. It is the usual practice of all countries to levy the 
income-tax on incomes earned during the previous year. That is, 
income earned during 1947 is taxed during 1948. But in 1948, the 
businessman may run into heavy losses, and it will be difficult for 
him to pay income-tax on last year's profits. Hence in order to 
conform to the principle of ability, incomes should be taxed 
currently during the period in which they are earned. This is the 
basis of the argument in favour of .“Pay-as-you-earn” system of 
income taxation. Secondly, from the, income we should exclude 
the depreciation charge for the replacement of capital. A third 
consideration is whether the income was derived from property, 
or from personal efforts; income from property or unearned 
incomes should be taxed at higher rate than labour incomes or 
earned incomes. Fourthly, the size of the family should also be 
taken into account ; an individual having a large family should be 
asked to pay less than another with no or a smaller family. Lastly, 
whether the income contains any surplus or not is alsp a relevant 
factor. All these are recognised in modern income tax laws. 


ABILITY TO-PAY AND THE THEORY OF SACRIFICE : Another 
interpretation of “ability” runs on the lines of sacrifice. It assumes 
that the payment of taxes inflicts a sacrifice on the tax-payet. The 
sacrifice is measured by the amount of satisfaction that must 
given up through the payment of taxes. Two schemes of distributing 
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the sacrfice have been formulated, —the principle of equality of ` 
sacrifice, and the principle of minimum or least aggregate sacrifice. 


The Principle of Equality of Sacrifice states that taxes should 
be so imposed that the sacrific made by each tax-payer should be 
equal This principle, therefore, supports the progressive system 
of taxation.’ But the main difficulty of this principle is that it 
is not possible to calculate the subjective loss undergone by an 
individual on account of the payment of taxes, 


According to the Principle of the Least Aggregate Sacrifice, 
the tax system should be so arranged that the total sacrifice under- 
gone by tax-payers would be the least. - The aim of all tax systems 
is how to secure the maximum social advantage. That is best 
achieved if the total sacrifice of the society is the least. This is 

» the justification of this principle. The principle is also based 

on the marginal utility theory. According to that theory, the 

SERRET larger the income, the less is the utility of 

~ Least aggregate money. Hence the utility yielded by the last 
. Sacrifice. x 3 : : 

Ds. nee slice; of income of those whose income is the 
highest is the. least. . If only these are taxed, then the sacrifice. 
"undergone is the minimum. The state is, therefore, to go on taxing — 
the tops of the largest incomes until its needs are fulfilled. Thus 
"according to this principle, everyone need not pay tax. 


The chief obstacle to the successful carrying out of the plan 

is that it would ultimately retard saving and diminish people’s will 
to work, If income above a certain maximum are taxed away, 
people would not exert themselves to earn those incomes. Hence 
taxation would gradually fall upon lower and lower incomes. The 
- future capital of the country would diminish and with it the 
national dividend. Hence in order to achieve the least aggregate 
sacrifice, the state should "distribute the burden of taxation in 
such a way as not to press too heavily on the rich and to compel 
“them to discontinue from working and saving, and should take 
into. consideration the present and the future interests of the 
country as a whole. 


+ 


"E 


“TAXES AS AN INSTRUMENT OF ECONOMIC POLICY : Taxes have 
s been levied on the basis of the principles of ability or 
ifice. On many occasions subsidiary aims were 
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"pursued by the government in connection with the imposition of 
“taxes.” Thus almost all countries have attempted at one time or 
‘other to use the system of taxation for the purpose of protecting 
- ‘home industries and for encouraging exports. Thus higher import 
_ ‘duties have been levied on foreign imports in order to discourage 
the imports of these goods, while bounties: had been given out of 
| ‘the revenues to certain domestic goods in order to encourage their 
‘export, A second principle that has been adopted in many 
_ countries is to use taxes in order to reduce the consumption of the 
JU things regarded as desirable. For example, very high duties are 
“levied on alcoholic liquors and other intoxicants not to raise 
revenue, but to discourage their consumption. In recent times 
many other subsidiary principles are being followed with regard 
to the tax structure. During the last war the central aim of the 
«government was to divert the factors of production to the making 
of goods required for the conduct of the war. It was, therefore, 
considered necessary to curtail the consumption of the people in 
' certain directions, for example, of goods which were required for 
yar purposes. This might be done by the levy of income tax at 
very high rates in order to leave only a small amount of income 
7 in the hands of the tax-payers. As a result they will be forced 
3 to cut down their consumption. But as the imposition of the 
|‘ income tax at very high rates may reduce the incentive to work, 
‘the government might instead adopt the policy of levying sales 
taxes at high rates on the goods the consumption of which had 
‘to be reduced. Thus the machinery of taxation had been utilised 
‘to facilitate the transfer of resources from peace-time production 
‘to. war production. 


TAXES AND THE MAINTENANCE OF FULL EMPLOYMENT: The 
system of taxation is also now being utilised to counteract the 
‘changes in the levels of income and output due to the occurrence 
sof the trade cycle. A depression is due to the deficiency in the 
‘total spending of the community. Such a deficiency may be sought 
to be remedied through remissions of taxation. If the rates of 
‘income tax are lowered, if business taxes are reduced, people would 
‘have more money to spend and would probably spend more money. 
If it is considered necessary to increase the propensity to consume, 
‘the government may lower the rates of sales taxes ; or it may take 
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steps to increase the rates of taxes to be paid by the richer classes, 
and reduce the taxes paid predominantly by the poorer section of 
‘the community, Such a redistribution of taxes would leave more 
money in the hands of the poorer classes whose propensity to 
consume is higher than that in the case of the rich. Thus the 
system of taxation is now being manipulated for two primary 
purposes, viz, to secure a better distribution of income among 
different classes of people, and to counteract eyclical fluctuations 
in income and employment, 


PRINCIPLES OF PROPORTION AND PROGRESSION IN TAXATION : 

The next question that arises is, given the right principle of 
taxation, what method should we adopt in distributing the burden 

- of taxes ? It should be noted in this connection that a tax may 
be proportional, progressive, regressive or degressive. Each of 
(thee terms requires definition. A proportional tax is that which 
_ takes away exactly the same percentage of the value of the income 


or Property in taxes, whatever the amount of income, A M pe, 


/— Cent tax on income, whatever may be the total income, is an instanco — — 


of this tax. A progressive tax is that which takes away a larger —— 
pits percentage of the value of the income or of the property 


, X is lO per cent on those whose incomes are not more than 


] actual practice, we are concerned with proportional and 
'ogressive systems of taxation. 


| - According to the principle of proportion, therefore, the tax- 
T Payers, whatever their income, are to pay a fixed percentage of 

e their income as taxes. In his first canon of 
- taxation, Adam Smith stated that taxes should 
— be proportional to one's income, although in 
on Of his writing he was in favour of "something: 
proportion", The basis of this principle is that it is 
se of taxation to disturb the existing distribution of 


-- 
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incomes. If each taxpayer pays in a fixed proportion, the relations 
between different income receivers are undistributed. The merit 
Sen this system is that it is extremely simple. As Say puts it, 
r ” 


rtional taxation does not need definition ; it is the rule of 


‘ 


But simplicity is not the only objective in finance. It must 
also satisfy some equitable principle. As everybody knows, to 
Rs, 100 from an individual whose annual income is Rs, 1,000 


but it is unjust, The ability to pay increases more than 
portion as the money income increases, 


E TAXATION: Due to the defects of the system 
taxation, the principle of progression has gradually 
in modern tax systems, The main justification for 
system of taxation is that as a person's income 

increases, his ability to. pay increases at a 
‘for pros higher ratio than his income, Hence the rate 
% of taxes should not be proportional, but pro- 
." Secondly, the principle of equality of sacrifice also leads 

om, As a person's income increases, the marginal 
BU, decem. So to take Rs, 5 from a man having 
and Rs, 50 from another with Rs, 1000 does not impose 
sacrifice on them, The poorer man makes greater sacrifice 
the second person. In order to bring about an equality of 
ce, the man having the higher income must pay taxes at a 
rate, The principle re sacrifice leads 


E- 
AEG Mieres, Dem argued bc the rinciple o^ 
abili: bse nor that of the utility theory ae, used to 
ify progressive taxation, Tes aa are no satisfactory tests for 
o measuring ability or utility. But apart from these, one can justify 
. the system of progressive taxation by the argument that the existing, 


- lessen inequality of incomes by means of higher taxation of the | 
rich. There are very few economists who deny the necessity: of 1 
lessening the present inequality of incomes, and taxation is a goo 
weapon for effecting this. Of course, it is true that this rerh 


Rs, 1,000 from another whose income is Rs. 10,000 may appear ' 


pt f oW. 


— distribution of wealth is inequitable, and the state should try to — 
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„is only a palliative, and does not go to the root of the problem, 
yet this is no reason why it should not be adopted. Moreover, 
higher taxation of the richer classes is also advocated on another 
ground. The rich have usually a very low propensity to consume. 
Hence as a community grows richer. the propensity to consume 
tends to decline, as a result of which there may be a deficiency 
of effective demand for consumption goods and services, In other 
words, demand becomes insufficient to absorb the available labour 
force into employment. The remedy for this state of chronic 
unemployment is higher taxation of the rich and spending the 
‘revenue for the poorer classes so as to increase the propensity to 
consume. Lastly, itis argued that the modern state is an organic 
whole. “The highest rule of behaviour for the individual in his 
‘ordinary social relation is that the strong should aid the weak. It 
7s surely equitable that the broadest shoulders should bear the 
“heaviest burden.” ‘ih 


‘ The main difficulty of the theory is that even if it is granted 
‘that utility of money diminishes as income increases, there is no | 
, method of determining the rate at which this decline takes place. 
~ There is no means of knowing the actual rate of progression which 
“imposes equal sacrifice. The rate of graduation is bound to be 
arbitrary. 


Se 


SINGLE Vs. MULTIPLE TAX SYSTEM : There has been a constant 
"tendency towards the simplification of the tax system. It has 
been argued by various persons that the tax should be levied on 
some single item according to some principle of equality. The 
Physiocrats advocated a single tax on the economic rent of land, 
because they thought that it was on rent that ultimately all burden 
of taxation fell. The advocates of the single tax system hope 
‘to effect a redistribution of the world's wealth by their method of 
‘taxation. : 


Henry George's scheme for a single tax on land was advocated 
: vith the same object. His idea was that a tax on rent did not 
RE kee check industry. In this conclusion he was 
(uA oom right. But the defect of his theory 

* S À 
Wo do not set their incomes in lend ace n, Al persons 
lo no c 5 millionaire would 
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be thus exempted while a poor man owning a house would have 
to pay taxes, 


Another proposal for a single tax is that of taxing the incomes 
mn Of course it is a better taxable object than the former. But 
it is also defective. First, the tax on small 
incomes is diffieult to collect and in the long 
run uneconomical; secondly, it may check 
` saving ; thirdly it leaves out some sources, such as windfalls , which 

-are highly desirable objects. 


Single tax on 
incomes, 


h The desire of the advocates of the single tax system is to secure 
^ 1-8 simple and inexpensive form of taxation. The cost of collection 
a would be very small and the incidence would 
Defects of the be exactly known. But some general criticism 
otc, Er can be advanced against any theory of single 
oe tax system. (a) Any single tax which may 
‘seem fair and equitable from a theoretical study may be inequitable 
-as regards incidence as between different individuals. The anomalies 
under a single tax system may be corrected by a multiplicity of 
"taxes, (b) The needs of revenue in a modern state are so large 
‘that it is very difficult to devise a single tax system which can 
satisfy its needs. (c) The use of a single tax should not secure 
the advantage that is at present obtained by reaching the different 
taxable capacities, viz., income, consumption, inheritance, etc. 
(d) Lastly, evasion may be easy under this system, but it will not 
be so easy when there is a system of checks and counter-checks 
under a multiple tax system. 


The defects of the previous system and actual practice have 
led to the opposed doctrine of Arthur Young. “If I were to define 
-a good tax system, it should be that of bearing lightly on an infinite 
number of points, heavily on none." "This extreme view is neither 
theoretically justified nor adopted in practice. ‘Taxes on all 
-commodities, on transfer of goods, and on different forms of pro- 
duction would be extremely prejudicial to the development of 
industry and inconvenient to payers and very costly in collection.’ 
‘The customs of England before 1854 were very complicated ; “the 
reforms of Huskisson simplified them a good deal. ME 
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The best method then seems to be neither a single tax system 

nor a multiple tax system, but a mean between the two, that may 

be called a system of ‘plural’ taxation following 

The Best; method Bastable. It is best to rely on some big taxes 

is the plural tax, which fall generally on the rich and a few others 

Which fall more or less on every person of the 

community. Income tax, inheritance tax, tax on luxuries would 

serve the first purpose, Taxes on commodities of wide consumption 
would reach all classes of people. 


CHARACTERISTICS OF A GOOD TAX SYSTEM: From the above 
discussion we are now in a position to sum up the characteristics 
of a good tax system. First, the tax system as a whole should 
satisfy the canons of taxation as already laid down, Secondly, as. 
tegards the distribution of the burden of taxation the incidence 
of not only the general tax system but also the individual taxes 
should he carefully considered. Those taxes are to be preferred’ 
which entail the least aggregate sacrifice on the community and’ 

satisfy the canon of economy from the standpoint of production 


. and distribution in the present as well as in the future, The burden . 


of taxes should not be too heavy on any one point, but should 
rather be determined according to the ability of the tax-payer. 
Lastly, the system of plural taxation is to be preferred to tlie 
' systems of single and multiple taxes. As these have been already 
discussed, we need not repeat them any more, 


TAXABLE CAPACITY ; The taxable capacity of a community 
has been variously defined. The more usual definition is that it 
is the surplus that remains after deducting from the national income 
the amount necessary for maintaining the capital of the country 
and the efficiency of the people unimpaired. The definition is, of 
course, vague and gives rise to many difficulties. How are we to 
determine the allowances for maintaining capital intact and for 

- safeguarding the peoples’ efficiency ? In normal times, we must 
not only make suitable allowance for the depreciation and wear 
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v fe 
depending on a variety of factors, tangible and intangible, some of 
which it is difficult to measure satisfactorily, 


In a general sense it may be said to refer to the amount of 
tax burden which the cominunity is in a position to bear without 
leading to the impairment of its productive effort and efficiency, 
Moreover, taxable capacity in the economic sense has often to be 
further qualified by political considerations and to some extent by 
questions of administrative efficiency, especially in regard to the 
problem of enforcement of tax payments. “The knowledge of 
widespread tax evasion undermines morale, puts a heavy strain on 


tax compliance by the honest tax-payers and undoubtedly impairs 
taxablé capacity.” : 


On what factors therefore does taxable capacity depend ? 
First, it depends on the psychology of the people. There may be 
times, especially during a war, when people may be willing to 
undergo greater sacrifice than at other periods. Taxable capacity 

therefore increases during such periods, During 
Factors on which the financial crisis of' 1932.36 the British 
un ipse e. people became more willing to help the efforts 
(d. E of the national cabinet to cope with budgetary 
difficulties and the spectacle of long queues of people, waiting to 
pay their taxes showed that the taxable capacity of the people had 
for the time being increased. Secondly, taxable capacity depends 
on the distribution of the national income within the country. 
When Rs. 20,000 are owned by one individual, his taxable capacity 
is greater than that of twenty others who own Rs, 1,000 each., The 
more unequal the distribution of income, the greater is the taxable 
capacity. Thirdly, it depends on the size of the population relative 
to the national income. If the latter increases in a greater ratio 
than the former, the income per head increases, and so also taxable 
capacity. Fourthly, it depends on the general character of 
the country's industrial organization, Tf it makes a greater demand 
for capital equipment, greater allowance must be made on that 
account from the national income. Taxable capacity at any parti- 
cular time will be less. On the other hand the national income of 
such a country will also be higher, and taxable capacity will 
rise. Fifthly, it depends on the standard of living of the people 
because that will determine their efficiency, ability and willingness 
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to work _ Sixthly, it depends on the character of the tax system. 
| Taxable capacity will increase if a greater reliance is placed on - 
direct taxes. A greater revenue could be earned through direct 
x taxes. A greater revenue could. be earned through direct than 
> through indirect taxes without injuring the productive activities 
le capacity depends on the nature of 
the government expenditure, Tf the revenue is spent on education, 
. sanitation, le capacity will ultimately increase. Whereas 

s spent on building competitive omaments, te 
diminished. - 
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MEANING OF SHIFTING AND INCIDENCE : . When a tax is imposed; : 
upon a person, he may try to pass it on to the shoulders of others. 
This process of transferring the money burden of the tax is known 
as shifting. Shifting ends in incidence. The incidence of a tax 
is the direct money burden of the tax; and the problem of 
incidence is to find out the person on whom the money burden of 
j the tax falls ; out of whose pocket does the money which is received: 

by the government come ? Or, in whose pocket would the money 
have remained if the tax was not levied by the government ? This 
is the problem of incidence. The impact of a tax is upon the. 
individual who first pays the tax to the government. He will try 
to shift the burden to the shoulders of others. The incidence of the. 
tax is upon the person who bears the ultimate money burden of the 

A tax also imposes other burdens upon individuals. It is. 
necessary, therefore, to distinguish between money burden and 
real burden, and between direct and indirect burden. The direct 
‘money burden is measured by the amount of money paid to the 
government in taxes. The direct real burden is determined by the 
amount of sacrifice of economic well-being undergone by a tax- 
payer. This is the effect of a tax. There may be indirect money 
and real burden of a tax. The seller of a commodity upon which a 
tax has been levied has first to pay tax. He can, of course, get 
back the whole amount of the tax from buyers by charging higher 
prices. But this generally takes time, and to this extent the seller. 

loses interest on the amount paid as taxes.’ This is the indirect 
money burden of the tax. Similarly, the indirect real burden is 
the indirect effect of the tax. When the price of a commodity is 
raised by a tax, buyers would be forced to purchase less of it; 
This means a sacrifice of well-being. This is the indirect real? 
burden of the tax. 3 : 

In the problem of shifting, three factors are of importance, $ 

viz, the direction of shifting, the form of shifting, and the. 
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measure of shifting. As regards the direction of shifting, shifting 
may be either forward or backward. If the importer has to pay 
a tax, he will try to shift it forward on to consumers ; if he fails 
in that he will try to shift it back to producers. As regards the 
form of shifting, shifting may be made either by charging high 
prices, or prices may remain the same, while the quality of the 
commodity deteriorates. The measure of shifting depends upon 
many factors, which we shall shortly discuss, but here it may be 
safely laid down that sometimes the whole tax may be shifted. 
to consumers or producers ; while at other times the incidence may 
be shared between the producer, the businessman and the 
consumer. 


DiRECT OR INDIRECT TAXES: The distinction between direct 
and indirect taxes turns upon the question of impact and incidence. 
__A tax is a direct one when the impact and the incidence are on 
the same person. That is, the person from the tax is collected 
_ is also the person who bears the ultimate money burden. He cannot 

shift the burden to others. An income tax is a direct tax. It is 
levied on the person who earns the income and is ultimately borne 
by him. Where the impact and the incidence of a tax are on 
different persons, it is said to be an indirect tax. Here some 
person first pays the tax, but he is able to shift the burden to the 
shoulder of others. A tax on a commodity is an indirect tax. 
"Though the seller first pays it, it is expected that he will pass it on 
to consumers in the form of higher prices. The distinction between 
two taxes is not always so clear cut. Sometimes, the seller or 
i: the importer may be unable to shift the burden to buyers; he 
may have to bear the ultimate money burden, 


MERITS OF DIRECT TAXES: The advantage of a direct tax is 
that i is progressive in character. It can be so graduated that 
the heavier burden falls on the rich, and 
nls of persons whose incomes fall below a certain 
axes, 
ee level may be exempted from the tax. Thus it 
|^ satisfies the first and foremost principle of taxation, viz., equity or 
LJ ability to pay. A second advantage of a direct tax is that it is 
3 . economical. "The cost of collection is very low and no wastage is l 
incurred. A third advantage is that it satisfies the canon of 
‘certainty, The taxpayer knows how much he is to pay and the 
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state may also be assured of a steady and certain income, Fi ourthly, 
direct taxes are elastic. They can be easily adjusted to meet the 
needs of the state. The yield of the tax can be increased or 
decreased simply by changing the rate of graduation. Fifthly, a 
direct tax is highly productive, With the increase in population 
and wealth of the country, the yield of direct taxes automatically : 
increases. Lastly, by the payment of direct tax, a citizen is made 
to feel the burden of the tax, He understands his responsibility 
to the state. His civic consciousness is roused and he takes a direct 
interest in the affairs of the state and particularly in the management 
of government finance, 


As to the disadvantages of the direct tax, the first is that it is 
very inconvenient from the standpoint of the taxpayer. He has to 
supply detailed accounts and compile the forms, 
Disadvantages of Further, the payment is to be made in lump 
direct taxes, : DES. 
sums at intervals. A person gets his income 
in driblets, but has got to pay taxes in lump sums. This may cause 
much inconvenience. Secondly, a direct -tax is a tax on honesty. 
If a false account is submitted, the burden of the tax may be very 
light. Under such circumstances, the temptation to avoid the tax 
by submitting false accounts is too much with many persons. 
Thirdly, the graduation in any direct tax is bound to be arbitrary 
and according to the whims of tax-levying authorities. 


Taking the balance of advantages and disadvantages. we may 
safely conclude that direct taxes are on the whole equitable, 
economical, elastic and productive. 


MERITS OF INDIRECT TAXES: The first and foremost argument 

in favour of an indirect tax is that it is a means of reaching 
the poorer classes on whom it is difficult ‘to 

Advantages of levy direct taxes. It is argued that every 
somali o. person, rich or poor, should contribute some: , 
thing towards the maintenance of the state. But this is a matter 
of opinion, The second argument for supporting an indirect tax’ 
is that it makes the basis of revenue fairly broad. Heavy taxation" 
at any one point may have disastrous effect on the social and 
political order. The use of some indirect taxation is valuable 
because it enables increased revenue to be realised at different 
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points instead of by exclusive concentration on direct taxes. Thirdly, 3 
indirect taxes are very convenient, Payments are made in driblets ~ 
with every purchase of a commodity. As we never purchase too 7 
much of a commodity at one time, the burden is seldom felt to. J 


be very heavy. Fourthly, it is hardly possible to evade the tax, 


Of course, there are sometimes sales of smuggled articles, but they a 
are exception which prove the rule. F: ifthly, if imposed on articles. ‘3 
of inelastic demand, an indirect tax is fairly elastic from the point 


of view of the yield of revenue. Its proceeds can be increased with 


a change in the rate of the tax, Lastly, indirect taxes on harmful | i 
luxuries such as wine, etc., and on luxuries consumed by the rich 7 
will reduce their consumption and may direct the purchasing power 


of the community towards more beneficial consumption. 


Š L^ 

The disadvantages of indirect taxes far outweigh their 
advantages. "The foremost objection is on the ground: of equity, 
An indirect tax is inequitable. It is regressive 
‘in character. It falls more heavily on the 
- poor than on the rich. In order to be productive 
of sufficient revenues, an indirect tax must be levied on necessaries. 
But a tax on necessaries is harmful to the interests of the poor. 
Thus it aggravates inequality ; but “taxation should mitigate and 


Disadvantages of 
indirect taxes, 


not aggravate inequality in the distribution of income.” A second | 


disadvantage of this method is that the yield from indirect taxes 
except from necessaries is bound to be uncertain. If the tax be 
high, demand will shrink and with that the yield. 


Lastly, indirect taxes are uneconomical. The cost of collection 

may often be fairly heavy. The tax-payer may pay more than 

$ ; the. actual tax levied. The producer or the importer generally pays 
the “indirect tax. Some months must elapse before he can get 
“back the tax from the sale of his commodities. He may. and often 
does charge an interest for the tax which he has advanced. Thus 


ai the price of the taxed article may go up by more than the amount 
Of the tax. 


/ Opinion differs as to what Portion of the tota] revenue of 
the state should be raised from indirect taxes. In old times. these 
“taxes. contributed the major Portion, as the machinery of direct 
taxation was not perfected in those days, As late as the latter part 
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of the 19th century, Gladstone declared that as between two. charm- 
ing sisters, he would like to be. impartial between the two types 
of taxes. In recent times opinion has veered to the point that while 
indirect taxes should not be given up, the major portion of revenue 
should be raised from direct taxes. 


GENERAL PRINCIPLES GOVERNING THE INCIDENCE OF TAXATION : 
Two general propositions governing the incidence of taxation may 
i be laid down. The first is that, other things 
Incidence depends being equal, the more elastic the demand of a 
p ips Ae commodity, the more likely is it that the burden 
of taxation will be upon the seller, The second 
is that, other things being equal, the more elastic the supply of a 
commodity, the more likely is it that the burden of taxation will 
fall on the consumer. When demand for the commodity is 
inelastic, the purchasers would not reduce these demands even 
though the price goes up by the full amount of the tax. In such a 
ease the incidence is on the buyers, But if demand for the 
commodity is highly elastic, the purchaser would reduce consumption 
as soon as the price is raised. Hence the chance is that the burden’ 
of the tax will fall on the seller. Similarly, when supply is elastic, 
with a rise in price demand may fall, but with it the supply will also 
be curtailed. The producer will be in a position to raise the price. 
by the amount of the tax. “The sellers in short try to put the 
incidence on the buyers by reducing supply, the purchasers try to 
put it on the sellers by reducing demand. The relative ability of 
the two groups to carry out their objects, with the minimum cost 
to themselves, determines the result"! In considering the elasticity 
of supply, we have to take into account the period of time. , The 
supply of a commodity cannot he curtailed in the short period, but 
in the long run, supply can be adjusted to the demand.‘ The 
supply of a commodity is, therefore, inelastic in the short period, 
hough it may be highly elastic in the long period. Hence though 
he incidence of a tax may be on the seller during the short period, 
n the long run it may fall on the consumer, The ultimate 
lüependence of the problem of incidence on elasticities of demand 
and supply may be illustrated by an example. The demand for 3 
commodity having a good number of substitutes is highly elastic, 


OS Hi) URS MIENNE 
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Thus if tea is taxed while coffee, cocoa- and other similar drinks - 
escape taxation, the seller will not be able to raise the price of tea 
very much: because in that case he will lose customers. The - 
incidence of the tax will be upon the seller. 


INCIDENCE OF A TAX ON COMMODITIES IN GENERAL: The | 
analysis of the principles governing the incidence of taxation in 
general also explain the principles which determine the incidence 
of taxation on commodities. Some other factors regarding 
incidence remain to be analysed. That analysis is taken up now, | 


It has already been observed that the importer or home 
- manufacturer who has to pay the import duty or excise duty in a 
ai 


b 
- — depends upon the elasticity of demand for, and the elasticity of 


row 


Ac s uniti ia ao ip by, the fal amount of the tax. No 
. doubt its demand will fall with a rise in price; but as all units 
" are produced at the same cost, whatever the scale of operations, 
the price will be increased by not more than the amount of the 


ow are produced at a cost of 5 rupees each, If 
P the amount of the tax is one rupee per unit 
_ price of each unit will at first be Rs. 6. But after the imposition 
fof the tax 10,000 units will not be sold, because at the higher 
demand will fal off. Suppose the number sold falls to 
units. As the output is diminished, cost per unit will fall 
) 4°50. With the addition of the tax price hecomes 
hes price rises by an amount less than the tax. 
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|) When a commodity is produced under conditions ms. 
_ increasing returns, the price may rise by more than the amoung 
i of the tax, Suppose that 10000 units are 
Todáesce ‘under produced at a cost of 5 supees and 
9,000 units are produced at a cost of Ra, 550 
from | 


each, After the imposition of the tax, if demand falls 

10,000 units to 9,000 units, cost of production excluding taxes * 

will increase to Rs. 5-50 and with the addition of the tax, prio. 

becomes Rs. 6-50. Hence it has advocated that taxes showd be 
- imposed on commodities produced under conditions of 

returns and bounties should be given to commodities 

under conditions of increasing returns. 


There is another possibility, After the imposition of the 
tax, the competing sellers may combine and may agree to raise 
the price by more than the amount of the tax. Again, if import 
duties are imposed on all commodities except gold, other imports 


__ INCIDENCE OF A TAX ON LAND AND BUILDINGS : The problem — 
t - of incidence is very complicated. It is better to make a separate y 
TM study of different aspects of the question, A tax om economie — 
~~ rent falls upon the rent-receiver, or the landlord. Ew 171 
- . above cost of production including normal profit. tox 
ME UU aspius eod caspaf bo dhifed t the evveplit! boosum 
he earns no surplus except normal profit, But here the assumption 
— js that the landlord is already charging full economic rent, and that 
— the tax is levied on all rent. But if the tax is levied only of the 
—— land producing (say) jute, then in order to avoid the tax, the jute 
“land will be used to produce other crops, The result will he a 
fall in the production of jute, and its price will rise sufficiently so 
as to make its production a» remunerative as the production of 
other crops. The incidence will then be upon the consumers of 


jute. "9 


i 


The incidence of a tax proportional to the quantity of produce 
depends on the elasticity of demand for the produce. The tax adds | 
to the cost of production of the crops and their price will rise. Li À 

i P 
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the demand is inelastic, the price will rise by the full amount of 
the tax, because the custongérs will demand the same amount as 
before, even at higher prices. The rent would be unaffected, and 
the incidence is on the consumers of the crops. If the demand is 
. elastic, the higher price will Jead to a fall in demand. Production 
-~ will be curtailed and marginal lands will go out of cultivation. Rent 
would thus fall, and the incidence will be upon the landowner. 


The incidence of taxes on buildings is more complicated. 

A part of the tax may be borne not only by the owner but, also 

i j by the occupier and even the builder of the 

Se ES ^ tax house, A part of the tax may be shifted on 

E to the consumers of the articles traded in such 

a building. When a business in a locality is patronised by local 
inhabitants, a part of the tax on the building may be shifted to: 
the consumers through a little enhancing of prices. The d'fference 
in prices may be so little that the consumers may not be willing to 

_ teke the trouble of going to a distant shop for obtaining those 


s 


- As regards the apportionment of taxes between the occupier 
and the owner, if the demand for the houses be inelastic (which 
3s generally so) the burden is likely to be borne in a large degree 
. by the occupier. If the demand for houses is not very great in a 
„locality, but the supply is fixed for the time being, the burden 
of the tax is borne in a greater proportion by the owners. But the 
owners’ in such cases will not build any more new houses, and as 
(the délhand for houses rises subsequently with the increase in popu- 
: lation? the owners will be in a position to shift the tax to the 

E  cdtpiers, Hence in the long run taxes on houses are borne by 
y Es occupiers and not by the owners. 


J INCIDENCE OF A TAX ON MONOPOLY: We have already seen 
S ‘that a monopolist aims at securing the maximum net profit: and 
“that he will produce and. sell that amount of output which will 
equate the marginal revenue with his marginal cost, If the tax 
1S imposed as a lump sum on the profits of the monopolist, this 

Ot induce him to alter the price in any way. The price 
ight the maximum revenue to him before the payment 

| | still yield the largest revenue even after the payment 
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of the tax. If the tax imposed is a proportional one, levied (say) 
at the rate of 10 per cent on mc nopoly «profits, this. will leave the 
price unaltered. His net revenue, after the payment of the tax, 
will be 90 per cent of the highest revenue. Hence thé-burden of a 
proportional income tax will be borne entirely by the monopolist. 
Next, let us suppose that the income tax is levied at a progressive 
rate on the profits of the monopolist. In this case also the burden 
of the tax will be borne by the monopolist. Monopoly equilibrium 
will be established at the point where the marginal revenue brought 
by the last unit of output sold will be equal to the marginal cost. ' 
of this unit. As the monopolist gains no return on this unit, he 
(pays no tax on it. Thus he will go on producing the same output 
as before, and the price will also remain the same. When the tax 
is levied on the output, the highest monopoly revenue is obtained 
when price is raised a little. With the addition of the tax marginal 
costs will rise, and if equilibrium is to be maintained, the marginal 
revenue and the price will also rise. By how much price will have 
to rise to bring marginal revenue into equality with marginal cost, 
will depend on the elasticity of demand. As price is raised some 
portion of the tax is thus paid by the consumer. In such a case, 
the incidence is purely on the monopolist, and partly on the 
consumer, unless, of course, the supply is absolutely inelastic or 
demand is highly elastic. ; 
INCIDENCE OF IMPORT AND EXPORT DUTIES: Custom duties 
are obstacles to the mutual exchange of goods between any two 
nations. The money burden of such an obstacle is divided between 
the two couritries in proportion to the elasticities of their respective 
demands for each other’s goods. The burden varies in direct 
proportion to the urgencies of demand. If the demand of England 
for Indian goods is more urgent (ie. more inelastic) than the 
latters demand for English goods, the burden of duties is more 
likely to be borne in a greater proportion by the consumers in. 
England. ad 
The burden of duties on imports will vary according to the ' 
elasticities of demand and supply in the home and foreign countries. 
1n the duty-levying country, the price will rise less and will there- | 
fore fall more abroad, the greater and more elastic is the home. 


supply. If a slight rise in the price of the taxed product leads 
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to a much enlarged production in the home country, then the price 7 
will rise only by a small amount in the home country, and fall by 
a large amount in the foreign country. Similarly, if the foreign E 
supply is less elastic and smaller in amount than the home supply, 
then the price will rise less in the duty-levying country. If the 
foreign producer is not in a position to decrease his supply either 
because his investments are specialised to produce the particular 
goods demanded by that country, or because he cannot find 
alternative markets, he will be forced to sell at a lower price than 
if he could readily change his supply. Thirdly, if the demand of 
the home country for the taxed goods is very elastic, the price 
will rise by a small amount in that country. Conversely, if the 
foreign demand is highly elastic, the price will rise by a greater 
amount in the importing country. 


Prima facie the burden of import duties will be borne by 
the home consumers, because as the importers are earning only 
normal profits imposition of the duty reduces 
When the incidence their profits. They will certainly shift to 

~ is on the foreigner. 3 ; 
other occupations where there is a greater 
' chance of earning normal profit. The result will be a fall in the 
“supply of such goods. Their prices will rise until the importers 
. can earn normal profits. Usually therefore the incidence of the 
custom duties is on the home customer. But there might arise 
occasions when foreigners might be made to pay the tax. We have 
already seen that the price of the taxed goods will rise less in the 
duty-levying country when the home supply is highly elastic and 
the foreign supply is inelastic; or when the home demand is 
highly elastic and the foreign demand is inelastic. In all these 
cases, the foreign producer will have to bear the burden of the 
__ fax partly or wholly. Similarly, if the “amount of the imported 
. goods is very large in relation to the production. of the foreign 
. country, and very small in relation to the production of the import- 
` ing country, the rise in price will be small, and part of the burden 

of the duty will be borne by the foreigner. 


Similarly, in a country which produces raw materials, demand 
for which is usually inelastic, while it imports only manufactured 
goods for which the demand is elastic, a part of the export or 


import duties may be borne by the foreigners, But if the foreign 
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Ey 
producers have other markets in which they can sell their products, "1 
or if they have other competitive sources of supply of raw materials, — 

such duties will not be borne by them, Thus we see that only in — 
rare cases the incidence of such duties is on the foreigners, "M à 


INCIDENCE OF INCOME TAX: As regards the incidence of - 
income tax, two opposed sets of views are held. One class, viz, - 
the businessmen, hold that income tax can be and is shifted in^ 
the form of an addition to price. “When a trader endeavours _ 
to ascertain his cost with a view to fix prices, he often takes 
into account, at least indirectly, the amount of income tax he will 
have to pay, and if the market conditions permit, fixes his prices. 
at such a level as would yield to him the minimum net income . 
that he desires to obtain or actually needs." The opposite view 
is held by economists. They argue that income tax cannot be - 
shifted, (subject to some exceptions) and cannot enter into prices. 


Let us consider the question whether the trader can shift 
the burden of the income tax on his profits to the consumers in 
the shape of higher prices. PN aout 


In the case of the monopolist we know that he has already 
fixed a price with a view to obtaining the highest monopoly revenue. 
As that is the best price which he can fix, he cannot get higher — 
profit by fixing any other price.. Hence he will not gain anything | 
by changing his price. > 1 


The competitive trade will find it more difficult to charge 
higher prices and thus to shift the income tax. He has not the — 
same power as the monopolist to raise his price. It is limited 
by the existence of competition in three important ways. First, 
his goods are liable to be compared with similar goods with slight 
differences in quality, Secondly, he cannot control the supply | 
of other rivals. They will supply the market if he limits his supply. 
Thirdly, he cannot prevent his competitors from attempting to 
reduce their costs and undercut him. In a competitive market, 
price at any time becomes equal to the cost of production of the 
marginal producer. Since producers at the margin earn no surplus, 


erg a, 7 A rd 
2 Evidence of the Association of British Chambers of Commerce before 4 
Colwya Committee. Quoted in the Report, p. 
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or get so little profit as not to warrant the imposition of the income 
tax, no part of income tax can enter into prices. 


In joint-stock companies, the tax is charged at a flat rate on 
the profits of the company. The directors of a public company 
are not under any inducement on personal grounds to shift the tax 
as are the owners of a private business, F urther, though the profits 
are charged at a flat rate at the source, the shareholders whose: 
total incomes are very great are liable to pay a surtax and others 
Whose incomes are small are liable to get a rebate. Hence the 
company as a whole consisting of different kinds of shareholders is 
under no inducement to raise prices. As regards the private firms, 
the rates vary from firm to firm ; hence if the firms have to add 
income tax to prices, the prices of commodities will differ from 
‘firm to firm. But there are some firms which will be in a position 
to underbid their rivals. The bigger firms cannot allow such a 
contingency to happen by charging higher prices. 


Then foreign competition is to be taken into account. Tf the 

.. home producers charge higher prices, the foreigners may undersell. 

M them and capture the whole market. Of course, the foreign pro- 

- ducers may have to pay taxes in their own countries, But the rates 

of assessment in different countries are so different that it is idle 

to expect that the foreign and the home producers will advance 
“their prices to the same level. 


Lastly, the income tax is a general tax. If it enters into 
price, the general pricelevel will rise ; but a general rise in price- 
level cannot be sustained for long unless it is backed by an inflation 
of credit and currency. This follows from quantity theory of 
money. Other things remaining the same, the general price-level 
cannot rise unless there is an inflation of currency and credit. 
„But there is no reason to believe that increased income tax will 
Bead to an increase in the amount either of legal tender or bank 


"deposits. 


fy ie j 
Qu e Seligman points out that in à period of rapidly 


isir marginal producers to cut 
races 18 removed and under those circumstances, the imposition 


" kind will afford the producer an excuse for asking 
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a still higher price. But this is a short period’ phenomenon, 
Another case where the income tax may be added to some extent 
to prices is when the retailer sells in an imperfect market in a 
locality. He may raise the price a little, and the purchaser may 
not think it worth to take the trouble of going to another shop 
for making daily purchases. But the extent of the rise in 
price must be very small, Otherwise he will tempt competitors. 


The imposition of this tax will affect both the marginal 
revenue and the marginal cost curves. It will affect the amount. 
-of savings. If, with higher taxation, a given gross income yields 
less net income, the energy and time given by entrepreneurs may 
be reduced. As a result, prices may be affected.? 


CAPITALISATION OF TAXES: When a tax is levied on the 
income from any form of durable property, it reduces the net 
income of the property. As a result, the value 
Amortisation of of the property may be reduced. This pheno- 
taxes. z MR 
menon is called the ‘capitalisation’, or 
“gmortisation’ of taxes. The amount of the tax is capitalised at 
the current rate of interest, and the selling value of the property 
is diminished by the amount of the tax. To take an example, 
‘suppose a particular piece of land yields Rs. 100 as rent, and the 
rate of interest is 5 per cent. The value of the land then will be 
"Rs. 2,000. Suppose that the government imposes a tax of 10 per cent 
‘on the rent of the land. The net rent, after paying taxes, is Rs. 90. 
"The value of the land will now become Rs. 1,800. Future buyers 
will know that they will have to pay a tax at the rate of 10 per cent 
on the rent. They will therefore offer a smaller sum for the land 
“so as to get at least 5 per cent on their investment. The future 
"buyers will of course be paying the tax every year, but it will not 
represent any real burden to them as they have paid a smaller sum. 
for the land. He who was the owner of the land would have. tó 7 
amortise, or write off the value of the tax. The entire capitaliced e 
-value of the tax will thus be paid by the sellers of the property... 
:Of course it is true if the tax is remitted after a number of years, bis 
it will give a bonus to the present owners of the taxed property, | 
since the value of their property will increase. ; 
N 
The National Debt and the New Economics, pp. 215-16. 
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Several conditions must be fulfilled before a tax will be 
capitalised. The tax must be levied on a durable form of property 
whose supply cannot be adjusted at will to the changing prices of 
the property. If the property is not durable, its supply will be. 
reduced as a result of a fall in its value. The price will, therefore 
rise, and the burden of the tax will fall on the buyers. The second 
condition is that tax must be a differential tax in the sense that 
there are other sources of investment which are not taxed, or which 
Pay taxes at a much lower rate. It is the exclusive non-general 
character of the tax which makes capitalisation possible. Suppose 
that only land is taxed, and that there is no tax on (say) 
Bovernment securities. The investors may invest their money either 
in land or in government securities, and they would get 5 per cent 
on their money when invested in securities. They will not invest 
in land unless they can get at least 5 per cent. Hence when a tax 
of 10 per cent is imposed on land buyers would pay only Rs. 1,800 
for a land which gave a gross rent of Rs. 100 and a rent of Rs. 90 
after paying taxes. But if all the available alternative sources of 
investment are also taxed equally, the buyers of the property will 
have no option to go elsewhere and get better terms. The tax 


- Will not be capitalised under such circumstances, Another feature 


Thus the tax on any kind of durable property may be 


~ capitalised, if it is not universal A general income tax does not 


i” 


of e first company will be five times th 


tax on the rent of land, as we have already seen, will be capitalised. 
In the same Way, a tax which falls on the excess profits would be 
amortised, and the selling value of 


Suppose that a company was earning profits at the rate of 50 per cent 
While the normal profits was 10 per cent. 
dh 


at of a company which 
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earned only normal profits. Suppose now a tax is levied, and the. ae 
excess profits are reduced to 30 per cent, The shares of the former 
would now be only 3 times higher than those of the latter. 
Similarly, a tax on monopoly profits would reduce the amount — 
of the profits ; the selling value of the monopoly property would _ 
thus decrease by the capitalised value of the tax. 


“AN OLD TAX” : It has often been argued by many financiers 
that an old tax is no tax, and that its burden is scarcely felt 
by anybody in particular, For example, it 
Diffusion, or Ab- was often stated that the Indian salt duty was 
prea bo Ue E tax, and as such it was not necessary 
to repeal it. We must therefore examine the 
question in more details. There are several arguments which go 
to support this statement. One we have already noted. An old 
tax may be capitalised, and though the people are paying the tax 
year by year, they do not share its burden. But not all old taxes 
are capitalised. Only if it is a tax on a durable property, and it is 
differential tax, it will be capitalised. A second argument is that 
advanced by the advocates of the diffusion theory. : According to 
the theory, every tax is diffused throughout the community in 
such a way that it is not possible to determine the exact incidence 
of the tax. The ultimate burden is, by diffusion, spread over the 
whole community. An important writer of this school has com- 
pared the levying of taxes with the operation of blood-transfusion. 
After blood is taken from a particular vein, it alone does not become 
bloodless. The only result is that all the veins now contain a 
smaller amount of blood. Similarly with taxes. When a tax is 
imposed on any particular point the burden is not borne exclusively 
‘by that point, but is diffused through all the points. Hence an old 
tax will get diffused in course of time, and no particular individual 
will feel specially burdened because of this tax to the exclusion of 
others. 


The diffusion theory of the incidence of taxes is an useless 
one. Of course there is no doubt that the effect of a particular 
tax are widely diffused throughout the com- 

Criticism. munity as time passes on. But that does not 
mean that we cannot determine the exact 

"neidence of a tax. An old tax is certainly not a burdenless tax. 


v 
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When the Indian salt tax was repealed, the price of salt fell 
immediately, and to that extent, therefore the consumers gained. 
— Thus an old tax cannot be said to be a “no tax”. Of course, it is 
true that an old tax is one to which people have become accustomed 
in course of time. Hence once they get accustomed to the payment 
of the tax, it is regarded as inevitable, and people do not always. 
keenly feel the burden of such tax, as they would do in case of a 
new tax. In the same sense, it can be said that an old sore is no- 
sore. But certainly it is no great merit of the tax that it is not 
much felt by the tax-payers. There is also another argument in 
favour of an old tax. The shifting of all taxes takes time, and: 
. much initial disturbance and hardship are caused when tax is first 
- levied, and before it finally settles down. An old tax has already 
been shifted and has settled down. But all these arguments lend 
support to the statement that an old tax is no tax; . 


www 
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EFFECT OF A TAX : The problem of determining the 
of a tax is concerned with the ultimate economic conditions to 
which a tax gives rise. There is a distinction between the incidence 
and the effect of a tax. The question of incidence relates to the. 
shouldering of direct money burden, while the question of effects 
relates to the influence of the tax on the technique of production — 
and distribution of incomes and on the willingness and abil 
to save. The effect of a tax may be studied under three heads ; 
viz., effects on the people's desire to work and save; effects on 
the people’s capacity to work; and effects on the distribution of 


¥ 


economic resources, T TI ene 
INcOME-TAX: ITS EFFECTS: The effect of income tax on. d 
people's ability to work depends upon the height of the income — 
tax and on the classes of income on which it . 
Income tax and the is levied. The general practice is to exempt — 
Moi Be pev incomes, below a particular level from: the 
operation of the tax, and then with the iiícrease 
in the income, the graduation is steepened. After a certain level 
is reached, the income is further subjected to a super-tax., But the —. 
rate of tax is never pitched so high as to confiscate the whole of 
the additional income. So far as this exemption limit is determined 
with reference to the standard of living of the working classes and 
the lower middle classes the operation of this tax cannot be said 
to encroach upon the necessaries of efficiency. Again on moderate. 
incomes, the levy is very light. Hence income tax does not effect, 
the standard of living and therefore does not reduce the capacity 
to work, Now as to the question of its effects on the capacity to 
save, every tax reduces the people’s capacity to save, so also does. P 
income tax. But the total capacity of the nation to save may be b 
quite different from the individual capacity. If the proceeds of the j 
income tax are utilised in paying interest on loans taken by the ; 
government, then there is a direct transfer of money from one class , 
of savers to another, This is likely to be saved by bondholders who ne 
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Are expected to possess the same propensity to consume as the rich 


tax-payers. Hence the question whether income tax reduces a 
mation's capacity to save depends upon the question, how is the 
Fevenue spent? Further, much of the capital of the country : is». g 


automatically saved by jointstock companies. This part of 
capital has little connection with the question of people’s ability 
to work and save, ' 


Pet d 
EG a 
Let us “next discuss the more complicated psychofógical 
'question. How does the ing affect people’s willingness 


to work dds ‘Fwostegtr j are 
3 c 1 » Tr 
Tncyme jx E held. One class of writers i, ts 
‘wulingness to work H > , TH 
Sind akve. rate of income tax reduces a person's incentive 


to work and save, as a considerable part of 
his income is taken away by tax. The other class helds that this 
‘tax strengthens the incentive to save, since it makes a“ greater 
accumulation necessary to provide any given net income. Or capital 

` sum for the future of the tax-payer. and hi + family, 

‘argument is strengthened by the connie n that man: 
persons desire wealth for the sake of distinction and. as. 
‘of worldly su $ i : nlla 


evidences 
Bon of will rouse these 


- to work and s 
willingness to work 
People are generally 
Hence their demand: 
if the demand for 


margin of doubt whether to save or not. The effect Of the tax 
on such a class is bound to be harmful, N, 4ncóme tax will 
not diminish the will to save of joint-stock Mis which are 
- responsible for saving large sums of "capital every year. They are 
not influenced by the same considerations as pri 
The profits of the company are 
Source. The rich shareholders are further assessed at a higher rate 
‘on their total incomes. The poorer 
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-. below the exemption level, are granted rebate, 
- Whole does not stand either to gain or to lose. H 
f the tax will not adversely affect the savings 


The business as a 
ence the imposition 
of such businesses, 
` “An observation perhaps would not be out of place here on 
the question of the effect of ‘the tax on the psychology of the 
saver. When the people become accustomed to a particular rate 
f income tax "the poi i is gradually blunted. 
"Thé fates might seem od the first generation, but 
“subsequent generations do not feel the effect to the same extent. 
` Income tax when fist im gland gave rise to discontent 

throughout dimiry pane Tate was not very high; yet 
now it t felt so-burdensome though the rate is higher. © 


Now, we shall consider the effects of income tax on the 
distribution gf economic resources between different employments 
and localities. "This topic can. be conveniently discussed under 
three heads, viz, (1) Income tax and spending and saving ; (2) 
Income tax and etii i (3) Income tax and flight of capital. 


Income tax and saving. It is argued that income tax is a 
"differentia. tax; it. differentiates, against saving and gives 


As this is 
nt of capital 
era a at income saved 
| uld, "eXen "frem income tax. This tax should be 
‘levied onlycon that portion of the income which is spent. The 
argument that- income tax imposes a double tax on savings has 
een contested by. a number of writers including Stamp and 
uillebaud; "When an income is earned, it will be taxed at a 
particular tate. If the whole of it is spent, there will be no more 
“tax payments: Butgjf a portion is saved and invested, the yield 
from such savings Will also be taxed. This is not double taxation 
wf savings. To levy a tax on the interest on savings does not lead 
to double taxation of such savings. For interest Tepresents new 
‘wealth produced at subsequent periods of time by means of the 
Hence the same income is never taxed twice, whether 


ne) advo 


‘savings. 
üt is saved or spent. 
35 
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Income tax and enterprise. lt is suggested that income tax 
reduces the incentive to undertake risky enterprises. The motive 
in undertaking risky businesses is high profit. If profits are 
reduced by taxation, no one would undertake such businesses. 
Here also the psychological factor is important. No definite 
judgment can be passed. It is no doubt true that some persons 
will prefer secure investments to risky ones. There are on the 
other hand, others who will go in for more hazardous business for 
making good the loss made by tax payments. 


Dr. Black has argued that the levy of the tax will decrease 
the expenditure of the rich on luxuries, while the proceeds of the 
tax will be spent for the benefit of the poor. The manufacture 
of luxuries requires more uncertainty-bearing than that of commo- 
dities required by the poor. Hence the total uncertainty-bearing 
to be borne by businessmen will also decline as a result of the levy 
of the tax.t 


Income tax and flight of capital. There is the possibility 
that if the income tax is assessed at a very high rate, capital will 
flow to foreign countries. But incomes received from foreign 
countries are also liable to taxation. The owner can escape 
taxation only if he is willing to go abroad along with his capital. 
The possibility of flight of capital is further reduced by the fact 
“that income tax may also be levied in foreign countries, The same 
income may be taxed abroad and at home—a case of double 
taxation. It will discourage flight of. capital instead of 
encouraging it. 

“Now, there is the possibility that no foreign capital will be 
invested in the country imposing income tax. But this investment 
depends on a number of factors, the rates of income tax at home 
and abroad, profitableness of investment, security in the foreign 
country, etc. All these factors determine such investment. No 
categorical judgment either way can be passed. 


DEATH DUTY: Another important method of direct taxation: 
is the taxation of property passing at death. Examples of this 
method of taxation are the English Death Duties and the American 
Inheritance Taxes. In England the Estate Duty varies with the 


SOR n *D. Black, The Incidence of Income Tax, p. 223, 
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— value of the estate left; and the Legacy and Succession Duties 
- vary with the degree of relationship. Nearer relations pay a lower 
^s Tate of duty than other distant relatives. In America, inheritance 
— tax varies with the value of the estate left. Leaving aside the 
— » question of incidence, let us note the effects of this tax on 
production as a whole. 


~~. As death duty is liable to be assessed at a high rate only on 
dig inheritances, its effect on the savings of lower classes of people 
conta dane and is not serious. Of course, the legatee who is 
savings, ` liable to pay the duty will be unable to save 
| so much capital as is spent for the payment of tax. But every 
' „high tax is of that type, this is nothing peculiar to death duty. 
Many persons are of opinion that income tax is better than death 
duty in one respect, viz.; income tax is paid out of income while 
death duty is paid out of capital. This argument is clearly wrong. 
A high tax, whether it is income tax or death duty, is likely to 
“encroach cn capital. Income tax is paid out of potential capital ; 
- while estate duty is paid. out of present capital. Further, when 
_ death duties are provided for by annual insurance there ‘is no 
difference between a death duty and an income tax. 


miw 
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As regards the effect of death duty on the willingness “to 
Save, it is less deterrent than income tax. Death duties are to be 
paid in the future and not in the near future as 
in the case of income tax. We visualise the 
_ distant future less clearly than the present or 
the near future. Further, payment will be made not by the person 
. saving, but by the legatee. Death duty allows a person to enjoy 
his wealth during his life time and does not effect his prestige of 
leaving a large property at death. From all these considerations, 
it may be concluded that death duty will affect the ‘willingness to 
. save in a less degree than income tax. 


The effect of the death duty on the psychology of the legatee 
will be perhaps to induce him to work harder. If exactions are 
heavy, he may try to make good the encroachment on the estate 
by the duty. Tf the legatee, however, is a distant relative, the 
prospect of a big legacy is not likely to reduce his will tO éd : 
and work very much. That legacy is in the nature of a windfall — — 


to him, and so long as the estate does not actually reach him, he 3 
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Death duty and wil- 
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can scarcely take such a legacy to be a certainty, and reduce his 
work on that score. 


RIGNANO SCHEME: It is sometimes argued that death duty 
affects to some extent the desire to save. In order to mitigate this 
evil effect of the duty on the psychology of the saver, 
Professor Rignano, an Italian writer, suggested a scheme of death 
duty. The scheme is briefly as follows. The tax on an inherited 
property should be graduated according to the number of times it 
had already changed hands by inheritance. If A left property 
which he had himself earned to B, B would take (say) two-thirds 
of the property and the state one-third. When B leaves this 
property to C with scme additional self-earned property, C would 
get one-third of the property inherited from A and the remaining 
portion of A's property would be taken by the state. But of the 
' seltearned property of B, two-thirds will go to C and one-third 
to the state. On the death of C the whole of the property left by A 
will be confiscated by the state. Thus the whole property goes to 
the state after it has passed through the hands of (say) two heirs. 
The assumption underlying the scheme is that a person cares more 
for his descendants of the first degree than for his remote 
descendants, The prospect of confiscation of the property after a 
few generations will not so seriously affect the desire to save, as 
tlie prospect of confiscation in the next generation. On the other 
hand, since B knows that a great part of A's property will be taken 
.away by the state, he will probably work harder and save more 
in order that his heir C's standard of living may not fall. Thus 
instead of having bad psychological reactions, this type of death 
duty may actually increase the desire to work and save. 


The scheme is bound to present many administrative difficulties, 
but we have the weighty opinion of the Board of Inland Revenue 
ome" ABIRE cf England that “it would not be impracticable 
against the Rignano to introduce in this country an effective scheme 
scheme. of death duty taxation on the lines of the 
Rignano proposal.” An objection may be raised on grounds of 
equity. Let us suppose that B inherits from A Rs. 50,000 invested 

in shares Eme and that during B's life-time, those 
. companies fail, and the value of the inherited 

2 > : property becomes 

mi But afterwards by his efforts B amasses a considerable 


a, 


fortune. 
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Will then B's property be regarded as inherited and taxed at the 
higher rate, or will it be regarded as B's self-earned property and 
taxed at the lower rate? If the second course is adopted, every 
inheritor may pretend that his inherited property has depreciated 
in value, and his present assets are self-earned and so should be 
assessed at the lower rate. Much fraud and evasion will be 
practised. 


Dalton points out that the person, after whose death the 
property will be wholly confiscated, may totally dissipate the 
property during his life-time. For that reason he suggested a 
modification of the plan. An additional charge equal to the amount 
payable at the next passing should be made on the net amount 
of the wealth after ordinary duties have been paid. In exchange 
for this additional charge, the beneficiary would receive from the 
state a terminable annuity, and the annuity to be paid by the state 
would be terminable with the beneficiary’s life. “Theoretically the 
heir would be no worse off in regard to income, but on his death 
the state would be assured of the capital sum.” 

TAXATION OF UNEARNED INCREMENT: It has been proposed 
to tax the unearned increment in land values. The value of a parti- 
cular plot of land may increase owing to improvements made by 
the owner. It may also increase because of the progress of the society 
without any effort on the part of the owner. As wealth and popu- 


- lation increase, prices of crops go up. This causes a rise in the 


rent and the value of the land. This is specially prominent in the 
case of urban sites. Urban sites in the heart of the city, sites 
through which-new roads have been constructed, and parks opened 
out,—all increase in value and often to abnormal heights. The 
growth of towns causes large increases in the value of land in and 
near about them. These increases in the value of land are just like 
windfalls ; as they are due to the activities of the society, it is not 
inequitable that state should take away such increments from 
present owners who have done nothing to contribute to the rise in 
the price of land. 

The unearned increment is regarded as an ideal tax from 
several points of view. One has already been mentioned. The 
owner of the land has done nothing to claim the increment which 
has been wholly due to other factors. There is nothing unfair 
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in imposing a tax on an increase of wealth not due to good manage- 
ment or to foresight, but only to a stroke of good fortune. A 
second reason is the unexpected character of the increment in 
land values. Hence the tax will offer no inducement to change 
the supply of land, or the willingness to work on the part of the 
owners. It will therefore, cause practically no diversion of 
economic activities of the people. 


The question, however, is more complicated than it appears 
at first sight. It is quite possible that the future rise in land 
values has been foreseen, and has, therefore, been allowed for in the 
"sd the present buying price of land. A buyer 
“may have foreseen the possible development 
‘nto a building site, and may therefore have 

paid a price above the value of the land in its existing uses becauge 
of the chance of its development. Part of the increase in price that 
he gets then is not a windfall, but accumulated compound interest 
on his old investment."? If such be the case,—arid one cannot be 
sure that this is not the case,—then the search for thé ‘unearned’ 
portions of economic rent is almost an impossible task, Another 
serious difficulty is that it is not always possible to. distinguish 
cleafly between unearned increment, and the additional value 
created by improvements made by the owner. Land is not a self- 
directing factor, The owner must perform some work; he must 
plan for its use, and make improvements on it, So what he receives 
' from land is partly rent, and partly a composite income consisting 
of wages, interest and profits. To separate the earned from unearned 
increment would tax the skill of the best brains. The Finance 
Minister, in his zeal to gather the whole of the unearned portions, 
“would inevitably cross the shadowy line between earned and unearned 
increment and would not only cause much injustice to en 
. but would also dim‘nish the productive effort of the people. 
has also been argued that payment of the unearned inaraiffent . is 
“often necessary to secure the rapid development and the best utili- 
sation of the land resources of a country. The lure of the unearned 
increment has guided the footsteps of many a pioneer. It has 
: encouraged foresight, and has acted as a force directing the 
o possession of land into the hands of those best able to use it 


Its ‘effect on the 
wil to save. 


* 2 Robinson, Public Finance, p. 66. 
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‘effectively, If a tax carries away all these increments, there might 
__ be a deficiency of incentives to the best development of land. 


A more serious objection is that land is but one form of 
fnvestment to a person. There are ‘unearned’ portions in every 
form of income. There is an element of surplus in the high 
salaries of the Cinema stars or in large interest payments, etc. 
Why not tax them equally as in the case of land? To put a special 
tax on land is to discriminate between different kinds of investment. 
And this is unjust to present owners who will have to bear the 
whole capitalised value of the tax. The tax is inequitable for 
another reason. If the state takes away the whole unearned 
increment, is it not just that it should compensate those owners 
whose lands decrease in value? Is it equitable that the state 
_.. should adopt, with regard to the existing owners of land, the policy 
of “heads I win, tails you lose ?” 


All these difficulties point to the difficulty and inadvisability 
of taxing the whole of the unearned increment of land value. But 
there can be no objection if the state takes away in taxes only a 
part of the unearned increment, and possibly the major portion 
of any future increment in land value. There is, as Taussig points 
out, no vested interest in the future. And until the “ideal” tax, 
free from all blemishes and difficulties, is revealed to us, the tax 
on the unearned increment may be accepted as the next best. . 


TAXATION OF UNDISTRIBUTED PROFITS: It is the usual practice 
with joint-stock companies to retain a certain percentage of their 
gross profits and to carry it forward in their reserves. These 
profits are not distributed among shareholders in the form of 
dividends. Attempts have been made in a number of couniries to 
vy a tax on such undistributed profits. i 


“Taxes on undistributed profits have been levied for a variety 
‘of purposes. Apart from the desire to raise a certain amount of 
revenue, these taxes have other objectives. In the first place, such 4 
taxes are levied to prevent an unwise accumulation of profits in 
the reserves and to promote a better use of capital funds by 
companies, Secondly, they may be levied to force companies to 
declare larger dividends and so to strengthen the purchasing power 
of consumers during a period of depression, Thirdly, they may be 


a 
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levied to remove the possibility of a wealthy shareholder of a 
company avoiding the payment of personal income taxes by allowing 
profits earned to be accumulated in the reserves. If a substantial 
part of undistributed profits is distributed. among shareholders 
through the payment of higher dividends, the rich shareholder 
would have to pay large amounts in income taxes. But if profits 
are ploughed back into the reserves, the shareholder would not 
have to pay income tax at higher rates, while he will benefit from 
higher prices which such shares would command in the market. 
Shares of companies with larger reserves would rise in share 
markets. Lastly, taxation of undistributed profits is also undertaken 
for the purpose of regulating the investments of joint-stock 
companies in various ways. 


One way to avoid the payment of the tax will be for the 
companies to declare higher dividends to shareholders. If this is 
done, the aggregate amount of corporate savings would decline. 
The effect on the total savings of the country would depend on 
the extent to which shareholders who now receive larger dividends 
save their extra incomes. As most of the shareholders are in 
the higher income groups, there is no doubt that a substantial 
part of the extra dividends would be saved by them. But even 
when this effect is taken into consideration, the tax is likely to 
result in some reduction in the total volume of savings of the 
community. 


Will the decline in corporate Savings affect-capital formation 
adversely ? It has been urged that the tax on undistributed 
profits would restrict and curtail the supply of capital for business 

, Purposes. A part of the accumulated reserves is often utilised’ 
by companies to finance innovations and extensions of their plants. 
If these reserves are depleted by tax payments, or through increased 


dividend payments, companies will not then be in a p:sition to 


finance these operations out of their own assets. Moreover, these 
“Yeserves act as “cushions” upon which companies can lean during 
periods of depression. If these reserves decline, business concerns 
would be in difficulties, when for any reason, the demand for theiz 
products decreases. The tax would, therefore, 


exercise an adverse 
effect on the fortune of business concerns, 
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This, however, misconceives the process of capital formation. 
The supply of capital for purposes of investment depends to a 
large extent on the expected profitability of business concerns. 
lf a concern looks sufficiently profitable, it will be able to raise 
necessary capital from the money market in spite of the decline 
in corporate savings. "Taxation of undistributed profits does not 
lower the profitability of business concerns. Moreover, as this 
tax may lead to the declaration of higher dividends, it may raise 
consumption to some extent, especially during periods of declining 
demand. By sustaining and even increasing consumption at a time 
of declining demand, this tax is likely to increase the profitability. 
of business concerns, and so to exercise favourable influence on the- 
formation of capital As regards the “cushion” argument, it might 
be pointed out that the possession of large reserves does not 
` always mean that the company would have large cash resources 
atits disposal. Tt is only the possession of such large cash resources. 
that will enable business concerns to face the difficulties of a 
depression in demand. 


CAPITAL GAINS TAX: Profits obtained by ‘individuals from 
the sale of a security or any other assets have also been subjected 
to taxation in a number of countries. When a person buys a 
lot of government securities at (say) Rs, 80 per security; and sells 
them at Rs. 85 per security months later, he is making a capital 
gain. Normally this should not be regarded as part of his income 
and is not, therefore, assessed to income tax. If a special tax is 
levied on these capital gains, what will be the effects of such a tax 
on the economy of the country ? 

When capital gains tax is levied, provisions are also made: 
for offsetting capital losses against any gains. For example, in. 
the U.S.A., corporations were allowed to offset capital losses against 
gains, and remaining capital lossess could be carried over for the 
five succeeding taxable years and written off fully against gains 
or income upto $1,000 a year. 

Tt has been urged that this tax discourages the making of 
risky investments. People venture their capital into risky enter- 
prises on the expectation of receiving large capital gains afterwards, 
In so far as this tax reduces the amount of such capital gains, it 
will discourage the flow of capital into risky investments. But 
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provisions regarding offsetting any losses against gains or incomes 
would neutralise any such discouraging effects. Investors know 
that if they undergo losses, they will be able to make substantial 
tax savings by offsetting such losses against any future capital 
gains or income. In view of these considerations it cannot be 
stated that this tax would discourage the flow of capital into risky 
investments. 


The tax may, however, exercise some adverse effect on 
economic stability. When prices rise on stock exchanges, sellers 
‘who are making capital gains have to bear in mind the burden of 
these tax payments. They will, therefore, charge still higher prices 
for securities. Among buyers, a certain percentage will buy 
‘securities probably on account of the prospective dividend payment, 
Tf expectations about future dividend payments are bright, they . 

may not hesitate to pay higher prices. For those buyers who buy 
for the purpose of deriving future capital gains, the expected tax 
liability is, more or less, indefinite, and will occur only when capital 
gains are actually obtained. They may not, therefore, hesitate 
to pay the higher prices. As a result, the tax may aggravate 
price rises: When share prices are moving in a downward 
‘direction, the levy of the tax may accentuate the decline in share 
prices. . Sellers may not be unwilling to accept still lower prices 
as they know that they will be able to offset the resulting losses 


against future gains or income, and thereby save something on 
‘their tax payments. 


, EXPENDITURE TAX : In recent years Mr, Ns Kaldor of the 
Cambridge University has suggested the levy of a tax on expendi- 
ture. on the ground that expenditure was a better measure of the 
taxable capacity of an individual than his income. The idea is 

‘of course not new as it was emphasised by Hobbes and later by 
: Mill, Marshall and Pigou. Unlike the general commodity „tax 
. Or sales tax, an expenditure tax is a direct tax, levied on the 
__ total consumption expenditure of an individual, and like the income 
. tax, it may be levied at progressive rates on higher expenditure 
after exempting a certain minimum amount from taxation. As 

_ ordinary individuals do not usually keep records of their expendi- 
_ ture, Mr. Kaldor suggested that the volume of. expenditure was 

_ t be determined on the basis of the following formula, viz., cash 
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"balance including bank deposits at the beginning of the years plus 
the income earned and any gifts or grants or any other receipts 
during the year minus cash balances (plus bank deposits) at the 

end of the year, and minus any loans and investments made durin 
the year. e 


According to Mr. Kaldor, an expenditure tax is superior to 
income tax on several counts. In the first place, income is a hetero- 
geneous concept and does not provide a good yardstick of taxable 
capacity. As income is generally defined in tax law, it does not 
include fortuitous, non-recurring receipts or capital gains (though 
the latter may be taxed separately). That these influence the 
ability to pay taxes cannot be doubted seriously, while the inclusion 
of them in income for taxable purposes would give rise to many 
difficulties and inequities. A tax on expenditure would remove 
these difficulties as all outlays on consumption from whatever source 
or sources, recurring or non-recurring, casual or permanent, 
would become subject to taxation. Kaldor approvingly quotes 
Hobbes who expressed the opinion that people should be taxed 
not according to what they contributed to the common pool, but 
according to what they withdrew from it. Secondly, he: follows 
the venerable Marshall-Pigou-Fisher contention that an income 
tax imposes double taxation on savings. It levies a tax on income 
that is saved and again levies tax on the income earned from the 
savings. A tax on expenditure does not discriminate against 
savings, as the amount that is saved is not subjected to- tax. 
Instead of discouraging saving as may be the case with the income 
tax, an expenditure tax may actually increase the volume of savings 
by curbing conspicuous expenditure, In trying to avoid payment 
of this tax, rich people would probably curtail their expenditure 
in various ways and so add to their savings. This is of special 
advantage to under-developed countries where the “Demonstration 

ect” generally leads to a great deal of conspicuous expenditure by 


the small number of rich persons. The expenditure tax may thus - 


prove to be an agent for increasing the rate of capital formation — 


in such countries. 


Thirdly, high income taxes and supertaxes often lead to several 


undesirable consequences. They provide a disincentive to enter- — 
prise and discriminate against risky investments, Of what use is *e 


, 
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it to exert oneself to earn an additional income on which one has. 
to pay income tax at the rate of 87 or 88 per cent? An income 
tax treats alke risky and safe investments, and taxes the larger 
returns from risky investments at higher rates. An expenditure 
tax is superior in this respect. The marginal incomes are not 
taxed unless they are spent on consumption. Similarly, risky 
investments are not subjected to tax. Moreover, high rates of 
income tax lead to evasion of incomes, inducing people to conceal 
their income through various methods. But the cross-examination 
of the lists of assets submitted by the different taxpayers under 
the expenditure tax may be utilised to reveal concealed assets or 
income. In this way, an expenditure tax may prove to be an 
important instrument for Preventing evasion of taxes, and may 
also help in making the system of income taxes evasion-proof. 
Lastly, Kaldor agreed with Mill that the principle of taxation should 
be based on "means", this was best done by an expenditure tax. 
Taxation on'the spending habit of the individual which constitutes. 
his standard of living is more in conformity with the principle of 
equity than is the ordinary income tax, 


The question of the effects of high taxation on the volume 
of saving is highly debatable Subject. Are we sure that savings 
of the major part of them are interestelastic ? Or are they of 
the Keynesian variety, not responding to the rates of interest ? 
Moreover, recent empirical investigation in the U.S.A. and some 
other countries has shown that the long-run saving ratios have 
been more or less constant in spite of large-scale changes in the 
rates of income tax. Saving and risk-bearing are substantially 
influenced by many non-economic factors, which are not much 
affected by income taxat On the contrary, it is quite possible 


: , necessarily lead to a decline in aggregate savings, as any fall in 
private Savings may be made up by public savings done by the 
sovernment, In fact, taxes are, more or less, 


ime : social savings, 
mopped up forcibly by the government. 


: "e an expenditure tax is not also free from difficulties 
Which face an income tax. There are severa] items 
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of expenditure which cannot always be properly included either 

in consumption or investment. Prof. Musgrave mentions the case 

of educational expenses on one's children. Another such example 

is furnished by the expenditure on the purchase of a car by a 
#3; businessmen. In these respects, the expenditure tax faces the same 
d'fficulties as in the case of the income tax. The administrative 
difficulties of this tax are not also likely to be less than those of 
ihe income tax, while evasion may not be so easily tackled. An 
expenditure tax cannot adequately make allowance for the different 
- needs, tasks and temperament of the people even if a sufficiently 
large exemption limit is prescribed. 


There are also other difficulties in connection with the levy of 
an expenditure tax. It is not as flexible or adjustable as the income 
tax and may not prove effective as an anti-cyclical measure. It may, 
of course, be used as an anti-inflationary measure by raising the 
rate of tax during periods of inflationary pressure. But it cannot 
check wage-induced inflation unless the exemption limit is fixed 
sufficiently low. A low exemption limit will, however, create more 
problems than it will solve. It has further been argued that an 
expenditure tax may have an undesirable consequence on the 
distribution of income and property. By curbing conspicuous 
expenditure and increasing savings, it may lead to an increase in 
the inequality of property and incomes, especially if it is used 
as a substitute for high income taxes. 


There is no doubt that, as compared to high income taxes, 
an expenditure tax enjoys a number of advantages. But it cannot 
be used as a rival to income taxation. The case for an expenditure 
tax may be supportable to a certain extent if it is used to supple- 
ment, and not to supplant, the income tax, especially in an under- 
developed country planning for a higher rate of capital formation. 


IX UU ~C HA P. TER LII————————————— 
PUBLIC CREDIT 


Pusuic pest; It has already been mentioned that one of 
the sources of public income is public debt. It is necessary to 
point out the differences between publie credit 
Difference between and private credit, In the case of public debts 
parle sud private the state is the debtor, and this fact has 
important consequences. The state has 
sovereign power, and can, therefore, compel its subjects to lend to 
it. The state, moreover, cannot be compelled to pay its debts like 
. an ordinary individual. Secondly, the state lives for ever, and may, 
- therefore, contract perpetual debt, —a thing which is impossible for 
a private individual to do. Thirdly, a state can borrow from an 
external source, or from an internal source by raising a loan from 
its subjects, or by printing paper notes and declaring them to be 
- legal tender. The individual can only borrow from an éxternal 
source. He cannot borrow from himself, or he cannot issue I.0.U.’s 

and declare them to be legal tender. ; 
— — There are other important differences between the public 
= debts and private debts. Public debts have far-reaching conse- 
, quences upon production and distribution of a country. The 
. repayment of public debt is not made according to judgments 
derived from private loans operations. It is quite conceivable that 
ne. the reduction of public debts may not only reduce the national 
income of a country, but the fiscal position of a state may also 
E: deteriorate more by the repayment of a debt than by raising further 

ans, 


E o rom the point of view of citizens, taxation and borrowing 
(o. possess Jmportant differences. The raising of public debts gives 
the individua a future claim on the government for interest and 
payment of the sum borrowed ; whereas taxation would not 
. Bive rise to such claims. Of course, it is true that tax-payers 
; as a whole have to find the money to pay interest and the capital 
_ by contributing larger taxes in the future. But the amount that 
any tax-payer would receive on account of int 


erest payments might 
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— 
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exceed his tax payments. Moreover, he can use the government 
securities at any time for raising funds. From the point of view 
of the government, there is this advantage that if the required 
funds are to be raised by loans, they would be paid with less. 
ill-feeling than if they were to be paid in taxes. 


An important theoretical justification can be found for public 
debts. Loans are usually raised by the government during those 
times when some extraordinary expenditure is to be made, and 
which cannot be met from ordinary revenues. Suppose that the 
government would have to pay a war indemnity, and that the 
sum to be paid is distributed among individual taxpayers. The 
share assigned to each tax-payer then becomes an extraordinary 
expenditure for which he must make adequate provision. The 
individual concerned would perhaps raise loans to cover this extra- 
ordinary expenditure. There is no doubt that a single loan raised’ 
by the state to pay the indemnity would be far superior to that 
of a series of private loans. In the first place, public loans could 
be raised at lower rates of interest than a series of private loans. 
Secondly, since public loans have, unlike private loans, no fixed 
maturity-date, or a much longer maturity-date than the latter, 
holders of public debts possess a double advantage in that they 
may either hold on to a stable investment, or they may realise 
the loans at any time with greater facility than in the case of 
private loans. “In fact, because of the easy negotiability and the 
comparative stability in the prices of governmental securities, the - 
floatation of public loans often renders subsidiary services in 
facilitation of credit operations between private individuals.” 


CLASSIFICATION OF PUBLIC DEBTS : There is no uniform classi- — 
fication of public debts. They have been classified by different ` 
writers into voluntary and forced loans, productive and unpro- - 
ns, funded and unfunded or floating loans, annuities, . . 
lottery loans etc. Voluntary loans and forced loans explain . 
themselves. In England in the 17th century forced loans were ~ 
often exacted. Public debts have also been classified into productive 
debts and dead-weight debts. ‘Productive debt is a debt which is 


ductive loa 


De Marco. First Principles of Public Finance, p. 294, 


1 i ti * H [3 4 
gi i book contains a novel and admirable discussion -.— 


Ch. I of Book V of this 
of the utility of public loans. 
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‘fully covered by the possession of assets of equal value. så dead- 


weight debt is jp. which the 
hands of the Hc" authorities. 
is paid out of the income 


est on productive debts 


ile the "hereto giid- 


weights debtssi " “revenues of the state, P s M 


Mrs, Hicks has classified public debts into three classes, viz., 
‘dead-weight debt, Maie ora a ivi e debt. Dead-wetfh? debts, 
are incurred in consequence of éMpenüitures Sd. 
the productive powers of the country. Passive debts are those 


loans which have been spent for pur that do not yield a money 
‘income or increase the productivity"0f the country®But these debts 


have been invested in such a way as to yield utilities and enjoyments, + 


‘such as public buildings, parks etc. Active debts have been invested: 
in such a way that they yield a money income,:ór increase the 
‘productive power of the country. A 


Another usual classification is that between funded and 
unfunded or floating debts. There are three different senses in, 
which these terms have been used.. According. to. Adam. Smith 
unfunded. debi 


for the payment of thé” debt": while ded lebte are those debts , 


against which particular funds or ' SE ten uc have Been" " 


pledged. But modern writers do not make such distinction between 
x sion, ‘unfunded 


Ki ed to mean those loans which are iyable with a 
‘comparatively short, (say) a-year. Fundedidebts are loans 


repayable after a long Period of time. The distinction is of course 


"not clear, for the expressions, ‘short period’ d eriod, do 


. mot refer to a particular period of. times’ "who 


"d 


"would classify debts having a maturity of 3 to 5 years among un- 
funded debts. Strictly speaking, only debts repayable with'n^ year 
should be classed as unfunded Achfee-andedebts maturing after a 
longer period should be regarded as funded debts. Treasury Bills 
(usually repayable within a maximum period of three months), 
"Ways and Means advances from. jhe Cent k to the Govern- 


ment (being repayable dfe examples of un- 
funded or floating debts,” TE Should be note in Enclish official 
language, the terms are used in a special Funded debts are 


are no assets in the’ . 


fave been borrówed By Wie. 


E AAA 


those loans the principal of which the government is not under any 
.x. "Obligation to repay atyany time, the government 
undertakes to pay interes Mi. In other words; ded debts are 
Johns?" like the" Seti Ls nfunded debts: are 


Ge aeS whose principal "agi: Xem axed. date, 
. The government may also borrow money upon annuities. The 


, Eovernmjget borrows in a 1 r ime, and agrees to pay 
& specifiG snm. for a'number of sears. A" favourite method is that 
Ofadife annuity. The government undertakes to pay every year a 


certain sum of money on bóia ien repayment of the loan during 
the lifetime ofthe creditor. the annuitant dies, the debt is 


24x taken as discharged. Another variant is. the lottery-loans. There 
dau: 


a sedi 


are many forms of lottery-loans. Prizes may be awarded out of the 
“interest, or principal. In this way, the government may exploit the 
gambling spirit of the people, and thus make a profit. 

Public debts also been classified into external and internal 
debts. Internal debts are loans raised from nationals of the country, 
ebts are. raised in a foreign country. In the case 
rman; the pa rent oF thitorest, aud tbe opincipal. means only 
edistribution of the national income ; the expenditure on this 

account is simply astrans r.sxnendiure. Whereas in the case of 
“athe latter; PERL Bis CW d etc., means the transfer of wealth 
to the foreigners. sec 


OCCASIONS FOR AE DN b 
credit is to serve ent to other scurces of public revenue. 
Now the questions is--when should these authorities take 


recourse to borrowing ? 


Practi gy plays a large part in this matter, There s 
are Nr. a. P be raised by taxation without «di 
difficulty. In such cases there is no other alternative but to borrow. 
Apart ffm such questions of expediency, there are occasions when y d 
public authorities can takoota either to borrowing or to taxa- D. 
tion for ra‘sing a given sum of revenue. Now the problem is to 
determine the principle according to which public authorities would 
be guided in choos n thes wo alternatives. 


order to cover a 
btain revenue 
riod of time. 


In the first place, Toans Micoj am 
deficit resulting from an unforeseen emergency. To 
through the machinery ofstaxation requires a certain 


36 
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If any emergency calls for prompt action there is no other 
alternative but to borrow. -Loans should be contracted to meet the 
deficit incurred for maintaining full employment in the country. . 
The government may have to spend large sums to increase effective 
demand on the onset of a depression. Loans may ‘then be 
contracted. | . 

"Im the second place, borrowing is permissible in financing 
an emergency, the cost of which is so heavy that the proceeds of 
taxes would not be sufficient to meet the necessary expenditure. 
As for instance, in conducting a war sufficient revenue could not 
be raised by taxation alone without damaging the economic system. 

A third occasion for borrowing is for embarking on com- 
mercial enterprises by the state, which may be productive of much 
revenue from which interest and depreciation charges can be met. 
Of course, the propriety of such borrowing depends upon the quality 
of public management. Supposing that public management is as 
efficient as private management, such undertakings; by public 
authorities are completely justified. Loans contracted by the 
Government of India for railways or irrigation works are productive 
in this sense. : ` 

Fourthly, the use of public credit is advocated for financing ` 
those projects which are of general social advantage. It is advis- 
able to utter a word of warning regarding such expenditures. 

) Building of hospitals, schools and highways may be sometimes 
urgently necessary. If outlays on such expenditure are so large 
that.a heavy tax would retard industry and dislocate the smooth 
à business life of the community, then recourse may be had to 
exor borrowing. Credit spreads the burden over time and thus 
Tightens it. 
^ . . LOANS vs. TAXES AS METHODS OF WARSEINANCE : It is suggested 
by many able economists that the financing of war should be 
carried on mainly by taxation. The main arguments that are put 
forward are follows :— 


First, it is argued that heavy taxation would check extravagant 
and unnecessary consumption. The rich should 
be made to pay taxes on a progressive scale, 


so that the poorer classes would not have to 
curtail their standard of living. 


d 


Loans vs, Taxes. 


4 
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Secondly, taxation avoids the inflation of credit and prices, 
which loans usually bring about when undertaken on a large 


` scale. By taxation there isa transfer of purchasing power from 


one set of persons to another. So the chances of inflation are as 
small a$ possible. Borrowing on a small scale also does not bring 
about inflation. But when new purchasing power .is- created, 
whether ‘by’ direct issue of inconvertible paper or by bank éredit, 
prices are raised. A rise in.prices reduces the values of'all 
income. The result is that inflation is a hidden tax on the purchas- 
ing power in the hands of individuals, as it reduces the value of 
their incomes. This form of taxation is inequitable because it is 
regressive. It falls more heavily on the poor than on the rich. 
To this argument, it may be replied that an all-tax policy cannot 
avoid inflation entirely. Taxes may be paid in many cases by 
heavy borrowng from banks. But the extent of inflation will be 
of course smaller in the case of taxation than in that of borrowing. 


Ab "Thirdly, P this method would offset “the conscription of man- 
power by parallel conscription of incomes and capital,” This 


argument is examined in the discussion on capital levy. 


Fourthly, it would avoid the subsequent burden of heavy 
post-war taxation to pay debt charges. When prices will fall as 
they are expected to do after the war, the real burden of debts will 
increase. toig i : 


Ecc 

The arguments are, of course, weighty. But there are serious 
difficulties in carrying out this policy. The taxing "machinery; Tor 
example, cannot be suddenly thrown into high 

Loans in some gear to meet the immediate needs of war. How 
E ene. do we get extra revenues ? "The rates of old 
taxes might be raised." Wilt ah increase in the rates of taxes 
will not always increase the revenue. In matters of taxation, as 
Adam Smith pointed out long ago, two and two do not always 
make four; they may make simply three. Of course, recourse 
may be had to new taxes. But this takes time, and the needs of 
war cannot wait. Some borrowing is therefore essential. But the 
most serious difficulty is that expenses of a modern war reach such 
astronomical figures that any system of taxation which wants to 
raise the whole of them by taxes would be so burdensome as. to 
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crush the people. According to Seligman, to raise even half of 
the cost of the war, confiscation of all larger incomes and of all 
business profits would not have sufficed. That lead to inflation, 
and that inflation is a serious evil is not doubted. But inflation 
has this merit that it makes men work. Heavy taxes would hamper 
industry, and would dry up the sources of capital just at the time 
when all the resources of the country should be utilised to the 
utmost to carry the heavy burden of war. 


On the whole it is safe to conclude that some degree of 
combination of both these methods provides best method „for 
financing war or any other serious emergency. The policy to be 
pursued should be a tax method assisted by a loan method rather 
than a loan method assisted by a tax method. 


BURDEN OF PUBLIC DEBTS: The direct money burden of an 
external debt is measured by the total amount of payment of 
interest on the capital made to foreign 

m pt vet countries ; while the real burden consists in 
an an interna the loss of economic welfare which these money 
saat payments involve. The direct real burden varies 
according to the proportion of taxes paid by different classes of 
the society. If the payments are made mainly by the rich, then 
the real burden is less heavy than when payment is made mainly . 
by the poor, An external debt is in the nature of a debt incurred 
by an individual. Goods which are required to meet the foreign 
st like an individual, 
ods have been provided 


cden to the community becomes less heavy. 


NS 
E iy The indirect burden of the community from the payment of 
the external debt and of interest consists in the check to the pro- 
E ductive power of the community ; first, by the export of a larger 
quantity of goods; secondly, in the check to public expenditure 
perhaps in some profitable direction, 


— The case of internal debts is often assumed to be quite 
different. The payment of internal debts and of interest involves 
) purchasing power from one group of persons to 
e is no direct money burden. But the direct real 
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burden may be considerable. Taxes are paid by all classes of 
persons, while loans are given usually by the comparatively richer 
persons. Hence when internal debts are being repaid, there is a 
transfer of wealth from the society as a whole to the richer’ classes. 
The real burden is, therefore, considerable in so far as this tends 
to increase the inequality of incomes. A j 


The indirect burden of the. internal debt depends upon the 
effect of taxation levied for paying debts upon people's ability to 
work and save and upon their willingness to 

paaa iy work and save. People’s ability to save is not 
Lr much affected ; on the whole it increases, 
because the money paid for loans will be saved. The propensity 
to consume is less on the part of the lenders to the government 
than in the case of ordinary tax-payers. People's ability to work, 
on the other hand, may be much affected because taxes may 
encroach on the standard of living of many people. Their desire 


to work and save may also be considerably reduced by taxation. 


On the whole, the indirect burden of external debts is heavier than 
that of the internal debts. 


There is a further point to be considered in connection with 

the burden of debts. Large debts are usually contracted during 
wars, which are generaly periods of very 

Inflation and bur- — high pri Tf these loans continue to a period 

den of debt. run i 

radi of fal there is a double loss to 
society. First, so far as the nomimal value of debts is concerned, 
ADR uoi is paid at the ti f it 

a greater amount. of real wealth is paid at the time o Tepaymeni 
than what was actually borrowed during a period of high prices. 
Secondly, the interest rate during a period of high prices is generally 
high and that becomes a very heavy burden during a period of., 


low prices. 


ces. 


DOES AN INTERNAL PUBLIC DEBT IMPOSE ANY BURDEN ? The 
vast majority of the classical economists regarded a large public 
debt with considerable alarm. In recent times, a number of 
economists have expressed the opinion that the public debt is not 
a burden. Dr. Lerner, for example, has stated that the size or: the 
national debt (when held by the citizens of the country) “is a 
matter of almost no significance besides the importance of 


, 
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maintaining full employment. The public debt is not a burden 
because the payment of interest or the repayment of loans means 
only a transfer of wealth from one group of citizens to another. 
Every debt has a corresponding credit, and there is usually some- 
` one to whom the debt is due. This has, however, been contested 
by Dr. Moulton, who in his “The New Philosophy of Public Debt,” 
has argued that if the taxes levied by the government to pay 
interest are not a burden, then interest payments by the corporations 
should not be considered a burden either. But this analogy 
between corporation finance and government finance is not a correct 
one. What the corporation pays out does not find its way back 
to the corporation. But what the government pays out for servicing 
its debt payments finds its way back to the people. Those who 
consider the levy of taxes to pay interest charges as a burden 
neglect the favourable effects of the expenditure on account of the 
debts on monetary supplies, income and savings. When these 
favourable effects are taken into consideration, the burden of 
public debts would be very much less than is usually assumed. 


On the other hand, to say that the public debt is no burden 
at allis going to the other extreme. It assumes away many things. 
An internally held public debt may affect the economy at the time 
of borrowing, at the time of the spending of the proceeds by the 
government, at the time of servicing of the debt and of repayment. 
_ If heavy taxes are levied for the interest and the capital of 
A^ public debts, this is bound mi incentives to enterprise and 
savings. Dr. Lerner makes too little of the taxes levied to pay 
interest. In fact, no straight answer can be given to the question 
regarding the burden of public debts. - The answer depends on 
Many considerations. "Prof. Hansen has stated that the burden of 

public debts would depend to a large extent on the distribution 
jet! the debt and on the incidence of the tax burden. 


Economic EFFECTS Or PuBLic BORROWING : The economic 
effects. of public borrowing depend upon several factors. Among 
ae the following are of special significance, (a) the volume of 
. loans and the source of such loans, (b) the purpose for which loans 


? The Economics of Control, p. 302.3 


> 3 Fiscal Poli 
Sein ane ull Emo rn Se pp. 155-59. Also his book, Economic 
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are contracted, (c) the rate of interest and (d) the terms and 
methods of repayment. 


The size of the loan is one of the most significant factors. If 
the amount of the loan is small, the sum can be provided by the 
: floating or idle funds of the country. In such 
The size of the a case there will be no shrinkage of capital for 
loans and its eco- . 3 
oceta investment. On the other hand, if the amount 

is very large, people may divert their capital 
from commercial investments to government loans. In so far as 
this happens, there will be a restriction of future capital outlays 
in the private sector resulting in a fall in the national income 
and increased unemployment. In such borrowing no new pur- 
chasing power is created. All that is done is a mere transfer 
of the resources of the community from one direction to another, 
But if the government takes recourse to the creation of new 
purchasing power it has still more disastrous consequences. 
` Creation of additional purchasing power means inflation and a rise 
in the general price-level ; it leads to inequality among different 
economic classes which is the inevitable consequence of any sudden 
dislocation of the price-level. Further, the currency may depreciate 
to a considerable extent so much so, that afterwards the govern- 
ment may not be able to restore the normal value of the currency 
even by taking resort to a severe, deflation. 


The second factor of importance is the purpose for which 
loans are created. If loans are spent for productive purposes, 
then such loans may not be unremunerative and may be justified, 
But if they are spent in unproductive ways such as wars, etc., they 
become dead-weight burden on the society. By productive 
expenditure of the loan, the increase in the productive capacity’ of - 
the country as a whole may more than compensate for the temporary 
losses undergone by the people. Unproductive expenditure financed 
through loans is more wasteful than such expenditure met from 
taxes. Loans carry interest charges while taxes do not leave such 


a legacy. 
The rate of interest is important in the sense that if the rate 


be high and the amount of the loan large, then a big portion of the 
annual resources of the country may be devoted merely for the 
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payment of interest. This is quite urféconomical. Big loans are 


.generally contracted during periods of high prices and high rates 


of interest. During the ensuing period of low prices the repayment 
of such debts with interest becomes very much burdensome. 


The full discussion of economic effects of debts is closely 
interwoven with economic effects of repayment of such debts. One 
thing should be borne in mind in connection with repayment of 
debts. The debts are easy of repayment in a period of high 
prices. During a period of deflation, the real burden of the debt 
increases and the taxable capacity of the country shrinks. Hence 
such a period is not suited for the repayment of debts. 


METHODS OF DEBT REPAYMENT: Every repayment of debt 
presupposes the existence of a surplus in the budget. If there is a 
surplus, that surplus might be employed in purchasisg the bonds 
from the market and destroying them. But this scheme takes 
matters too easily. Hardly there is any government to-day, which 
can devote a considerable part of its revenue to the repayment of 


debts. So we shall here discuss some other methods by which the 
burden of debts can be lightened. 


(a) SmivKinc FUND: This method of debt repayment dates 
back from the time of Pitt. The original meaning of the term 
was that a fund was accumulated during the life of the debt 
with a view to redeem the principal out of it at its maturity. The 
fund was allowed to accumulate at a cc und rate of interest. 

rom the revenue of the 


The annual interest on the 1. : pai 
state. After a few years when the accumulated sum of the sinking 


- fund became equal to the loans made, repayment was effected. 

But this magic of compound interest often did not agree with the 
logic of facts. While a sum was to be set apart for creating a 
- sinking fund, the exchequer might have to incur new loans bearing 


higher Fates of interest. Hence such a scheme was highly 
impracticable, 


In modern times the method o 
is quite different. Certain fund 
and they are applied annuall 
the capital sum of lo. 
this fund to the. 


f redemption by a sinking fund 
s are earmarked for debt redemption 
y to the reduction of some portion of 
ans. There is no longer any attempt to carry 
maturity of the debt and to accumulate it at 


w -r 
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compound interest. As tke capital is gradually reduced year to 
year, the future interest payments become less heavy and more sums 
can be directed towards the redemption of the loan. 


The method is widely used. But the real problem is that in 
times of difficulty, the harassed Chancellor may, instead of taking 
recourse to unpopular measures of taxation, encroach upon the 
funds set apart for the reduction of debts. Further, a country 
that is heavily burdened by taxes can at best hope for a very slow 
reduction of its debts by this method. ` 


(b) CONVERSION OF DEBT: This method consists in convert- 
ing a loan bearing a given rate of interest into another bearing 
a lower rate of interest. It has been pointed out already that 
debts may be contracted during a period of high prices when the 
rate of interest is high. Therefore it is possible in normal times 
or during times when the market rate of interest is low, to contract 


"another debt at a lower rate and to pay off the former debt. Suppose 


that the current rate of interest on new investments has fallen 
considerably. The government may then make the following offer 
to the present holders of loans :—they may accept a new debt-bond 
bearing a much lower rate of interest, or they may be given the 
option of repayment at par. If the rate of interest offered on the 
new loan is favourable, it is quite possible that the large majority 


“considerable reduction in the rate 
of the interest can be se [by this method. Recent conversion 
operations by the. Government of dia exemplify the wisdom. of 
this method. The result of conversion is that the interest charges 


are considerably reduced—a no mean advantage when the ‘interest 


charges run to millions of rupees. 


LEID 


But the scope of this method is very limited. The reduction 
of the rate of interest is possible only when the state enjoys the 
privilege of repayment at any time. But many debts bear no 
such terms. Moreover, even if it is possible to convert the loans, 
a considerable reduction in the rate of interest could hardly be 
hoped for. And such reduction, it should be noted, would also 
result in smaller revenues because of the fall in the incomes of 
the holders. Lastly, this method does not secure any reduction 


\ 
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of the capital sum of the loans, but only the annual interest charges 
are lowered. i 


(c) CaPrrAL LEVY : Another proposal, much discussed during 
ihe years just after the first world war, is a proposal for a levy 
. on capital of the country to pay off the huge debts contracted during 
the war, all at once. “A certain minimum level of incomes and 
wealth should be exempted from the levy. Above that level, indivi- 
duals should be taxed on a progressive scale... The. assessment 
should be based upon the capital value of the wealth of^the indi- 
vidual as distinguished from his income. Such a debt redemption 
scheme has been described as “anticipated death duties. “For just 
as during the war a law was passed, by which every man of suitable 
age and physique was deemed to be soldier, so now in order to 
dissipate one of the evil legacies of war finance, a law would be 
passed by which every man of suitable degree of wealth would 
be deemed to die and to come to life again next morning as the 
fortunate heir to his own property on payment of an appropriate 
Tansom."* In order to secure a rapid redemption, the period of 
payment should be short, Say two or three years. 


The arguments which have been advanced for and against the 
scheme are to numerous to be discussed here. Only some of the 
principal arguments are briefly noted. 

The principal justification for the scheme is that sacrifices 
Were unequal during the war. M a t working classes fought 

during the g rea and perished in thousands. 
ts forthe Those Who survived the war were maimed and 
crippled for their lives. The capitalists, on the 


ge of the abnormal rise of prices amassed 


ge wealth, If working classes suffered in lives, why should 
ayed behind, and made huge sums of money be 


— 
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payment will be extremely painful, but it is better to undergo a 
surgical operation once for all than to suffer from the disease for 
ever. The effects of such a levy are not worse than those of 
recurring annual taxation. Further, the adoption of a scheme of 
progression would reduce the inequality of sacrifice and it would 
be nothing but an extention of the present NW of death duties 
and sur-taxes. 


On the. ; oer, hand, the opponents of this scheme hold that 

the richer classes did not shirk the responsibilities of the war. 
They also fought the great war and their losses 

Arauen "again! Were proportionately as great as those of other 
the levy. classes. Secondly, once it is taken recourse to, 
what guarantee is there that it would not be 

repeated afterwards ? Thirdly, it discriminates against those who 
have lived economically and saved and favours those who have 


spent. It would discourage saving and drive capital abroad. 


Fourthly, what should be the basis of assessment on a professional 
man with a large income and no capital, and on a man with small 
income but with much capital ? Practical difficulties of this nature 
are numerous and are often of a serious nature, 


THE REPAYMENT OF INTER-COVERNMENTAL DEBTS: In recent 
times, the question of war debts and reparations has given rise 


odo . problem in public finance. The 
Primary burden of. Jo importance not only 


; a i sums involved, but because 
it gave rise to a theoretica "sy over the problem of 
“transfer.” It is unnecessary in this place to enquire into the 


origin of these debts. ‘The fact is that governments of many 
countries are under an obligation to pay large sums to T 
governments on various accounts. An important feature. of 
loans is that they are more or less unilateral payments. Now, the 
repayfent of these debts presents two problems. First, a sum ow 
money has to be raised in the country either by taxation, or by 
inflation. Of course payment might be made by borrowing 
foreign countries. But this is only postponing the evil day when 

‘a much large sum would have to be raised to pay off the increased 
volume of foreign loans. Whichever of these methods is adopted, — 

it will only result in a substantial reduction of the real incomes E. 
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the peoples of the country paying the debts. Moreover, if as a 
result of heavier taxation, the industries are depressed and pro- 
ductivity is checked, it will mean further lowering of the real 
incomes of the people. If the country uses the method of inflation, 
there is no doubt that the greatest burden is likely to fall‘ ott ‘the 
shoulders of the poorer classes. This is the primary burden imposed 
upon debtor countries, dus 


The second problem relates to the d fficulties -of transferring 
the sum of money thus raised by the debtors into the currencies 
of the creditor countries. The German 
ee Government, for example, would have first to 
s raise a huge sum of money in order to pay 
the reparations, The next problem is that of transferring the 
German marks into foreign currencies, Here may arise what has 
been called a “transfer crisis.” The actual processes by which 
German marks would be converted to foreign currencies, and 
the burden they would impose upon the paying country have 
been the subject-matter of much theoretical controversy.) In order 
to pay the reparations, Germany must increase her exports and 
develop an export surplus, ie., an excess of exports over imports. 
According to Lord Keynes, foreign buyers of the exported goods 
would not buy more exports unless prices of 
Sonny buiden exported goods are lowered. By how much 
prices must be lowered to ‘develop the export 
surplus depends on the elasticity of demand for German goods in 
foreign countries, In any c h terms of trade move 
against Germany. The ter f become still more 
unfavourable if prices of imp orted goods rise. Germany, therefore, 
„a secondary burden in addition to the primary burden of 
lying the reparations, She will have to give a large quantity of 
-goods to buy any given quantity of imports. Not only will she 
have to transfer a large portion of her income to foreigners, but 
she also have to Pay more in terms of goods to get each unit 
of the imports, The secondary burden is the “transfer loss.” 


E ^" Against this view it has been argued, notably by Prof, Ohlin, 

that in order to develop an export surplus, prices in 
gc e PNE. - - 
— BKeynes-Ohlin con r 


Germany need 


ersy in the Economic Journal, 1929, 
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not fall; and hence there need not be any secondary burden imposed 
by the transfer. According to him, Keynes ignored the shifts in 
the buying powers of the two countries concerned. The payment 
of reparations. means a transfer of purchasing power from Germany 
to: foreign countries. The Germans have now smaller incomes, 
and countries receiving reparations have large money incomes to 
spend ‘thafi before. This means that Germany's demand falls, while 
the foreign people’s demand increases. This will result in larger 


purchases even at4aRi prices by foreign countries concerned. It is 
thus quite possible that an export surplus could be developed 
without any fall in the prices of German exports. The barter 
terms of trade need not move against Germany, and there is thus 
no transfer loss, 


The truth probably lies in a middle view. There is no doubt 
that the payment of reparations will cause a change in the distri- 
bution of buying power in the two countries, and this will give rise 
‘to some amount of export surplus. There will also be some shifts 
in prices in the two countries, the terms of trade moving against 
the paying country, and thus imposing a secondary burden on it. 
‘How far the terms of trade need move will depend on a variety of 
factors,—viz., the elasticity of demand for exports, the conditions 
of supply of goods in that country, the extent of credit restrictions 
necessary to secure a fall in prices, the height of tariff imposed by 
foreign countries, ete, I iffs are progressively increased, then 
prices must fall progressively in e paying country and the 
transfer loss would I y greater. If the countries 
receiving paym ‘do not allow th "prices and money incomes 
to rise, then prices and wages must fall more sharply in the paying 
country, and the burden would correspondingly be higher. 


: Tt has sometimes been urged that such payments would also 
inflict a loss on the creditor countries. The exports of the debtor - 

countries and the imports of the creditors 
C ul Ee must increase, and this may not be desirable. 

The goods of the former would compete with 
those of the latter, not only in the latter’s own countries, but also in 
the foreign markets. The result will be that industries of the 
-creditor countries will have to face smaller sales both at home and 
abroad, bringing in depression and unemployment. This need 
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not always be the case, The goods of the debtor countries may . 
not compete with those of the creditor countries. Debtors may, 
for example, send larger quantities of tea and jute and raw materials, 
~ — While creditors might haye specialised in manufactures. Or, as a 
. . result of the increase in the buying power in the Cfeditur countries, 
demand in these countries will increase, and this may absorb the 


dislocation, depression and ‘unemployment These disadvantages 
must, therefore, be deducted from the advantages of receiving large 
_ Sums of money for nothing. If, however, ‘payments continue for 

~ & long period, the dislocation will be-corrected, and the industries. 
| 0f the creditor countries will adjust themselves to the new situation, 
> disadve would thus slowly disappear, and after the 
heor of adjustment is over, payments would mean a real 
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FISCAL#POLICY AND FULL EMPLOYMENT 


` In many places of our book, we have laid stress on the fact 
that the avoidance of fluctuations which are the characteristics of 
business cycles and :Wge:maintenance ‘of full employment should 
be considered to be an important objective of social policy. How 
far should the fiscal policy of the state be utilised to achieve this 
objective ? It should be.notéd ‘that mere monetary measures might 
not enable a country either. to achieve or to maintain full 
employment. The main factors at work in causing lapses from full 
- employment are often non-monetary, and these cannot always be 
controlled means, The volume of investment may not be sensitive. 
_ to changes in the rate of interest, the chief instrument of monetary 
= control The long-term rate of interest declined to a considerable 


© extent during the years, 1932 to 1941. But this was not followed 


by high level investment activity Moreover the central bank is. 
-mot always free to change the rates of interest in either direction. 
‘Changes in rates of interest will affect the prices of government 
- securities, so may be opposed by the Treasury, banks and other 
financial institutions ublic. Hence it is clear that the 
em innot be achieved by monetary 


current services of government | 
The existence of mass u 
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to supplement or Sainte private consumption expenditure or," . 


investment by the amount th&t will e ai ‘édantry to achieve 
full employment. Our e lence #uring the last war showed 
clearly that if govern iture was sufficiently large, full 


employment copld abe, pameved, A pů same policies 
in the peacetime with sufficient safeguards s proper 
course to follow. Hence the. dmpoftance of the government s:fiscal 


policy in a programme for full employment: What is necessary 
is that the government expenditure on. gpFrent services and public 
investment must compensate for any defi in.the total expendi- 
ture on private consumption and diam. ex«&overnment 
policy should also be directed towards stimulating or retarding 
both private consumption and privati, investment. The government, 
in other words, should follow what is known as the compensatory 
fiscal policy. 


Hence it has been proposed that the government should be 
made responsible for a level of total expenditure large enough to 
achieve full employment. The government 
should now plan a new type of budget which 
should be drawn up not on the basis of purely 
financial considerations but on the income ‘and expenditure of the 
community as a whole. This budget “will take the man-power of 
the country as a datum and plan Outlay to that datum.”? Every 
year the government should make an estimate of the aggregate full 
employment income, and of h Private expenditure on 


Budgeting for full 
employment, 


the former, the govern o take steps to ensure increased 
expenditure so as to prevegbsthe occurrence of depression and 

s, first, to stimulate private 
schemes of social security. 
& obvious reasons why 
a day when they 
Lor too old to work, or for 
rovides for, these needs 
duce the necessity for 
jnsumption expenditure. 
popa of reaching high 


EL or disabled, or a ) 
evi lependants after death. If th 


through social security plant, t 


Free Society, p. 30. 


= also possible to implement the income tax in other 
Mr. Kalecki? has suggested abatement of income 
in part, for that part of-income that is invested in fixed capital. 


advantages, Tt is, for 


«e 


A. POLICY AND FULL EMPLOYMENT 571 


i i j its full effect only 
Tevel consumption;: But this method gill show its full 
over dade. AM 8 ^ tho E periti policy, this will not prove 
ient to stimulate the p private consumption 
sufficient to kar 


expenditure, T Ed ] aen 
Se e-government may take, steps to stimulate or 
retard... pfi pue am in ions and booms. In all 
de advanced countries, the government absorbs a 


Contra-cyclical tax Jar of the national income through 
policy, res commit 


pori. ion; Many economists have therefore 
suggested me reductions may go a long way to 
stimulate private investment when. a depression is threatening. 
The tax rate most suitable forjsuch: a purpose is the basic or 


"standard income tax rate. When this standard income-tax rate is 


reduced, this would leave more money in the hands of tax-payers 


‘and so stimulate expenditure on both consumption and investment. 


When this rate will be raised, an immediate check will be imposed 
on investment activities outrunning full employment level, It is 


ways. 


tax, in whole or 


That part of the profits of business corporations which are invested 


ew invest. 


_ ‘ments. There are also other taxes which can be utilised in this 


This method ` 


Increase. expenditure at the 
method avoids the diffic 
‘of public works, 


spect to 
k grows PT ope fo o NE 

But it is doubtful show Let Cogn about how to invest, 
Ns » 2 Prove effective in 
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stimulating expenditure and employment. Moreover, under this | 
nfethod, it will be practically impossible to direct private investment 
into a particular part of the economy. Hence it will be inadvisable 
to place sole reliance on this method for sustaining aggregate 
expenditure and employment. Mr. Kalecki has already pointed out 
that tax reduction policies designed to stimulate private investment 
provide no solution for the problem of maintaining full employment. 
If full employment is to be maintained continuously, the income 
tax would then have to be continuously reduced. 


i 


PUBLIC WORKS POLICY: So it will be necessary for the 
government to adopt a contra-cyclical public expenditure policy for 
the purpose of achieving and maintaining full employment. The 
idea that when private investment declines, the government should 
embark on a policy of increased investment on public works and 
other public enterprises is an old one. There are many socially 
useful projects like slum clearance, building construction etc., which 
can be undertaken by the state in pursuit of a public works pro- 
gramme. The government should accumulate a “shelf” of fully 
worked out projects for public works which can be put into opera- 
tion at short notice on the first signs of falling private investment. 
It should be noted, however, that not all types of public works can 
be postponed or constructed regardless of business conditions. This 
policy is likely to be most effective in countries where the railways 
and other important public utilities are under state control. Such 
expenditure on public works will, through the multiplier processes, 
give rise to additional demand. for consumers’ goods and will 
stimulate private investment in accordance with the accleration 
principle. Care should be taken to see that such public expenditure 
should not lead to any further shrinkage of private investment by 
competing directly with it or by raising the rates of interest on 
"S loan. If, moreover, public expenditure is directed to an 
uiy in which the proportion of wages to total costs is large; 

effect on the volume of employment will be high. 


te “8 much can certainly be expected from such a policy, à 
reed A y its practical difficulty. A contra-cyclical 
© polity "will require a most careful diagnosis of 


conditions as well as of the futu 
re before one can 
programme to be followed, “To make such a diagnosis 


the 
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presents a problem soluble for the past, with hind sight, but hardly 
for the present, without the gift of foresight".5 There will, more- 
over, be practical difficulties in connection with the immediate 
execution of such a policy. It is quite obvious that such a pro- 
gramme contains deficit budgeting as an essential feature. And 
herein lies the real problem of a public-works policy. It has been 
argued that though the ideal is to incur public debts during 
depressions and to pay off these debts from the budgetary surplus 
during booms, this may not be possible in actual practice. The 
consequent piling up of national debts will exercise adverse effects 
on the economy in many directions. The fear of increasing 
public debts may generate mistrust in government’s policy in the 
minds of private investors and so may retard private investment 
still further. Such deficit spending may also be inflationary. But 


Much will depend on the nature and productivity of the expendi- 
and the state of employment at 
also on the rate at which debts 
_ are increased. So long as the funds raised by the public debt are 
; utilised lo provide jobs for the unemployed, constructing homes, 
‘schools and roads, a mounting debt cannot be an evil. Everybody 
"The pcor are better off because they have jobs 

i pains and the nervous frustration of idleness, 
_ The rich are better off because they have lost nothing on the 


transfer and they get larger profits out of the full-employment 
ome than would otherwise be the case,’ 


A  contra-cyclical fiscal policy should, therefore, « -form an 


essential part of a full-eniployment pro 

gramme. But w 
be careful in pointing out that this ; Mes 
ensure full employment as 


plans concerning public spending, foreign trade mone. 
circulation, wages and mobility of labour. 


5rF Machlup, Financing American Prosperit 


5 Klein, The Keynesian Revoluti 


Ye p. 3 
on, p. 183. P 
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THE ECONOMIC ACTIVITIES OF THE STATE 


In course of our discussion in the earlier chapters, we have 
pointed out on a number of occasions to the important role played 
by the modern state in regulating and controlling economic 
activities. The days of laissez faire when there was a good deal 
of bias against all forms of state interference have long departed. 
In fact, it may be doubted whether there was ever any state that 
did not exercise quite a considerable degree of control over the 
economic activities of a community. Such control was, of course, 
reduced to the minimum during the middle of the 19th century 
under the impact of the prevailing individualist theory. But before 
the 19th century was over, there was a reaction against the theory 
of individualism, followed by the decline of laissez faire. This 
creeping trend towards state intervention in economic matters was 
aided considerably by the upheaval caused by the first world war. 
"The exigencies of a world war forced the state to exercise large 
powers of control over the economic life in order to harness all 
resources to the task of winning the war. These activities of the 
state remained at the end of the war, made necessary by the 
uncertain economic conditions prevailing in the uneasy years 
between the two world wars. The vast unemployment which 
prevailed in every country after the onset of the trade depression 
‘of the thirties forced the state to step in to relieve the misery of 
the unemployed. It came slowly to be recognised that the achieve- 

. ment and maintenance of full employment ought to be the funda- 
i mental aim of state policy. This involved planning and control 


j wot the economic system in many directions. The role of the 
NES has, therefore, become almost all-pervasive in the economic 
organization of the country. 


The activities undertaken by the modem state in the economic 
organization of & country may be grouped under the following 
2m : the activities undertaken to regulate and control industry ; 
a vities for safeguarding the interest of labour ;; activities in 
connection with regulation of foreign trade; activities undertaken 


LS 
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in connection with social insurance schemes ; activities undertaken 
in connection with unemployment and the trade cycle ; and lastly, 
activities undertaken during and after a war. 


THE STATE AND INDUSTRY: The activities of the state in the 
industrial sphere may be considered under three groups; the 
regulatory functions, control of monopolies and lastly, 
nationalisation or public ownership. 


The state is taking an increasing role in regulating the manner 
of forming and operating industrial undertakings. The under. 
takings will probably have to take out a licence from the government 
before they can start operations. If they are organized in the form 
of joint-stock companies, their constitution and functions are 


must conform to the Exchange Control Regulations, Merely to list 
all of the regulations framed by the various governmental bodies 


enlightened social conscience of the people, 
of the abuses of competition, and (c) to plan the deve] 
industrial resources of the country on proper lines, 


. Secondly, the state has often taken steps to cont 
of monopolistic organizations, One of 
characteristics of the modern industria] organizatio. 


rol the abuses 


monopolised products, In some countri 
the Federal Trade Commission in the USA. et body like 


trade practices, Finally, the format; monopolistig 
binations has been declared illegal, 
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Lastly, the state is undertaking the management of an 
increasing number of industries. The question of nationalisa- 
2 tion of industries is a most controversial topic 
Nationalisation of at the present moment. Such nationalisation 
industries, 
has been advocated on many grounds. There 
is, for example, the socialist contention that all the means of pro- 
duction should be owned by the state. Apart from this socialistic 
contention, other arguments have also been advanced in favour of | 
the policy of nationalisation of industries. The predominant ` | 
tendency of the present industrial organization is the formation of 
monopolies, The evils of monopoly are admitted by everybody. | 
All the known methods of controlling monopolies have, however, | | 
proved ineffective to remedy those evils. Hence it has been urged 
that there is no alternative for the state but to take over the owner- | 
ship of the monopolistic concerns. Thirdly, nationalisation of 
some industries has been urged mainly on strategic and other ! 
grounds. This may be true of the various defence industries, e.g., 
manufacture of arms and ammunitions etc. In some other 
industries, it may be found that while it is necessary to invest 
large sums of money in developing or improving their organization, 
Private enterprise is unable to provide the necessary funds. This 


is true partly of our coal industry. Hence the state may have to 
step in and to take over th 


ese industries under its management 
and provide the capital, 


Nationalisation of industries may thus be supported in many 

Cases. But one's support for such a policy would depend to a 
great extent on the efficiency and honesty of the administrative 
machinery of the state. Unless the public servants of the country 

are honest and efficient, the policy of nationalisation may not prove 

_ Successful, Moreover, nationalisation’ gives rise to a number of 
ns difficult problems, What, for example, should be the proper orga- 
the nationalised industries ? 
corporations, consisting of 
d other interests appointed 
the unit of the nationalised industry is 


o" for the good administration of 
i The usual method is to set up public 


" 


experts and representatives of labour an 
by the government. But if 
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porations prove efficient in management, there will be another 
difficulty caused by the fact that public officials, who have to 
explain and defend their policies to the legislature, may be afraid 
to {ake risks, especially large risks. Lastly, experience has shown 
that the operation of industries by large corporations may not 
result in improved labour relations. 


^. STATE AND LABOUR: The modern state has also been forced 
to take a number of steps for protecting the interests of labour. 
Unrestricted competition has often resulted in the exploitation of 
labour. Hence the state has passed factory laws prohibiting the 
employment of children below a certain age in factories, and 
women under certain circumstances ; the fixing of reasonable hours 
of work and prescribing certain minimum working conditions in 
the factories. It has taken steps to fix minimum wages for various 
groups of labour in order to prevent sweating of labour and to 
maintain the minimum standard of living. It has granted recog- 
nition to trade unions and often forced the employers to enter od 
collective bargaining agreements with the representatives of labour 
THE STATE AND THE SOCIAL SERVICES: In many countries the 
state has further proceeded to guarantee freedom from w t 
every citizen. This is being done through aeia 
are called “the social services”, 


age or in case of disablement. The widow and 

pensions from the state. The purpose behind these sch 

provide security against the various risks of life eal : 
_ the maintenance of a minimum standard of living. 


THE STATE AND FOREIGN TRADE: "s i 

foreign trade of a country has a r dead Mc in the 
mercantilists, who flourished in the 16th and 17th x i 
the state to control the flow of foreign trade nas Lc vans 
bringing about favourable balance of trade Th s purpose ay 
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freeing of foreign trade from the control of the state was more or 
less completed by the middle of the 19th century. But soon a 
reaction set in, and the protectionist sentiment gained ground in 
many countries like Germany, the U. S. A., etc! And Great Britain 
finally succumbed to this sentiment after the onset of the world’ 
trade depression of 1929. The state began constantly to interfere 
with the course of foreign trade for the protection of home industries 
and to cut down deficits in the balance of payments. During the 
war and the post-war period the existence of continuous deficits in 
the balance of payments of the majority of the countries, the 
shortages in the supply of essential raw materials and foodstuffs, 
and the chronic dollar shortage have led to an all-round control of 
the foreign trade of a country by the state through the system of 
import control and exchange restrictions, 


STATE AND INEQUALITY OF INCOMES: We have already 
examined in another chapter the ill effects of the present system of 
unequal distribution of income and wealth. It has everywhere 
been regarded as the duty of the state to take all reasonable steps 
for the reduction of inequality of incomes. This has been sought 
to be done through (a) the adoption of the system of progressive 
taxation of incomes, (b) the levy of death duties on inherited 
properties at progressive rates, and (c) through the distribution 
of the proceeds of the taxes, mainly collected from the richer classes 
via the provision of social services among the poorer sections of the 
community. There are of course limits to such a redistribution of 
incomes. If income tax rates are fixed at very high levels, this 
might discourage incentive, and so dry up the sources for the 


formation of venture capital. Too much load may finally break 
the rich camel’s back. Moreover, such high rates of taxation may 
lead to a good deal of evasion, especially in countries where the 
Sense of morality is not very high. In that case the whole system 
will be inequitable as the hon 


X est tax-payers will be paralysed and 
. M@shonesty will get a premium. 


M 
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E d STATE AND THE WAR: The exigencies of a modern war 
ba orced the state to assume a good deal of control over the 
e ic life of a country. A modern war cannot be fought on 


)^ 


arguments for the Protectionist policy, see Ch, XI. 
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the basis of the principle of laissez faire. If the economic system, 
is to be organized fully for the successful prosecution of the war, 
it may be necessary for the state to exercise an all-round control 
over the economy of the country. Thus modern states have 
instituted the system of price control and rationing partly to divert 
resources for their peace-time production to war production, and. 
partly to curb the resulting inflationary pressure. It has to control 
the flow of new investment for the purpose of channeling it into 
war production. It controls the foreign trade and the foreign 
exchange resources with the same purpose in view. 


'The necessities of such control often continue for sometime 
after the end of the war. In the first place, such controls cannot 
be suddenly lifted without creating chaos in the economy. 
Secondly, resources have then to be diverted in a planned manner 
from the making of war goods into their peace-time occpuations. 
Thirdly, many of the shortages felt during the war continue after 
the war, and so rationing and price control have to be retained’ for 
a considerable period of time. Lastly, the war-time accumulation 
of liquid assets and the backing of consumer demand threaten to 
increase the inflationary pressure for some time after the war. 
Hence the measures of control adopted under the stress of the war 
had often to be continued and overintensified at the end of the war. 


THE STATE AND THE TRADE CYCLE: The vast unemployment 
prevailing in different countries during the inter-war period has 
forced their governments to adopt various measures both for the 
relief of the distress of the unemployed 
cyclical fluctuations. Our knowledge ab 
fluctuations has also made a good deal 
now in a position to understand the rol 
E against the trade cycle. It is now 
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by the government, if it reduces its taxes and increases its 
expenditure. During a boom, the government should raise tax 
rates and cut down its expenditure. If private investment is shy 
and unenterprising, the state may fill the gap by increasing public 


investment in various ways. It "M for example, start more 
ES works. 


CHAPTER LV 


ECONOMIC PLANNING 


Now-a-days we are all planners, and the modern state is required 
by the public opinion of the country to formulate an economic plan 
or plans to carry out certain basic objects. To plan is to organize 
in terms of some particular ends. If we decide to go to a place, we 
have to plan the details of our journey, i.e., find out the times for 
the departure of our train, purchase a ticket and do many other 
things to ensure a safe and pleasant journey. An economic plan 
is a method of organizing and utilising the available resources of a 
country for the purpose of fulfilling certain desirable ends. The 
modern state is expected to formulate such an economic plan or 
plans. 


A preliminary question has got to be answered first of all. 

Is it really necessary or desirable for the state to formulate a 
plan for the development of the resources of 

Why plan at all? the country? Why plan at all? Does not 
the present system of free enterprise with its 

sensitive market price mechanism ensure the attainment of all 
desirable objectives ? The system of free market price mechanism 
may have many important advantages. Under ordinary circum- 
stances it may secure many of the benefits we want. But when 
large and rapid changes are taking place in the economy, or when 
such changes have to be brought about, the uncontrolled pricing 
system might often fail to cope with the effects of such changes or 
to bring about the necessary changes. This is specially true of the 
undeveloped economies. For such countries it is urgent that 
measures for their rapid development would have to be undertaken. 
Private enterprise may fail and has often failed to take the necessary. 
risks of pioneering in an otherwise unchartered territory. 
Secondly, private enterprise does not always secure a more equal 
distribution of the benefits of economic development among the 
different classes of people. There is no guarantee that the working 
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of the free pricing system would ensure a satisfactory distribution 
of the national income of the country among all classes of people. 
On the other hand, that system has caused shocking inequalities of 
income and property. The developing social conscience of the 
people is not prepared to tolerate the existence of such grave 
inequalities, and a large section of public opinion holds the view 
that the state should control the resources of the community so as 
to secure a better distribution of the national income among all 
classes of people. 


"There is a third reason why the state is required to form an 
economic plan. The working of the free pricing system has failed 
to solve the problem of mass unemployment. Everybody is now 
agreed that the acute state of mass unemployment which existed 
during the nineteen thirties should no longer be allowed to recur. 
Many people have further argued that the state should formulate 
an economic plan for the development of the resources of the 
community so as to ensure full employment for everybody. 


Moreover, the need for a planned developed of the economic 
Tesources is now being felt in almost all undeveloped countries. 
The rate at which unplanned private enterprise would secure the 
development of such countries is regarded as insufficient. These 
countries have started late, and now want to pack the development 
of countries into a few years, They want to raise, within the 
shortest possible period of time, the standard of living of the 
people to a level which is considered adequate according to modern 
ideas. Hence the whole structure of the economy of these countries 
has to be changed on a scale and with a speed which cannot always 
be achieved through private enterprise. There are so many 
unknown risks and so many unchartered territories to conquer 
that ordinary risk-bearers cannot plan their operations. The 
development must proceed at such a rate that the general structure 
» relative supplies, and of relative Prices and costs will change 


> ively and rapidly. In such circumstances, there is a strong 
argument for the state to plan the whole development of the 
resources of the country, 


An economic plan is associated with some end or ends which 
such planning is expected to achieve, Secondly, since planning 
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means organizing the resources, one must possess complete 
knowledge of the available. resources and the methods of utilising 
these resources. In order to formulate an economic plan, we must 
first of all, be clear as to the ends to be pursued, and then find out 
the available resources. Moreover, planning indicates the existence 
of a centralised authority at least for the purpose of formulating, 
initiating, inspiring and regulating all individual and separate plans, 
enterprises and industries, 


The selection of the objectives of planning depends to a large 
extent on the economic conditions of a country, and the policies 
of the government. There may be a number 
of competing ends to be pursued,—for example, 
full mobilisation of resources for military 
purposes, or full employment, or the establishment of a particular 
pattern of society, or maximum production etc. In the economically 
advanced countries, plans may be formed for the purpose of 
abolition of the cyclical fluctuations or for the achievement and 
maintenance of full employment. In underdeveloped economies, 
the ends may have to be modified to some extent. It is quite 
possible that such countries do not have adequate supplies of capital 
equipment for employing all idle labour. Hence the goal of full 
employment may have to be modified, F: inally, all such ends may be 
combined with the objective of a reducti ' 


Objectives of 
ing. 


on in the economic 
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country, the state controls all aspects of the economic life with am 
iron hand. This facilitates the implementation of the plan. There 
is an all-powerful central authority which exercises full control 
over all parts of the economy. This organization secures an 
effective co-ordination of policies, and' can easily adopt all practical 
measures which are essential to successful planning. Whatever the 
merits a totalitarian country possesses in respect of the successful 
implementation of economic plans, it involves the sacrifice of 
certain basic values, which are highly prized in many countries. 
lt contains a threat to personal freedom, and other democratic 
rights of the people. There is no reason why planning should 
not be successfull carried out under the democratic system. 
Planning under the democratic system is of course more complicated, 
and it makes larger demands on both the government and the 
people than that under a totalitarian system. All that is necessary 
is that the objective to be pursued and the sacrifice to be made 
should be voluntarily accepted by the people. 


The formulation of an economic plan has thus some obvious 
advantages. It may enable a country to secure a well-co-ordinated 
development of its resources, and to attain a 

Merits of planning. reasonable standard of living for general 
population within the shortest possible period 

of time. It may help in preventing the recurrence of mass 
unemployment, to avoid the anti-social wastes of the competitive 
system and to secure a more equitable distribution of income and 
P^ RESI wealth. But the dangers and difficulties of 
mE planning should also be noted. In the first 
place, economic planning by a centralised 

authority means the creation of a most complex administrative 
machinery with all its clumsiness, red-tapism and other dilatory 
methods, Secondly, such planning involves concentration of all 
Powers of decision-making at the hands of a central authority, and 
this carries with it a threat to democratic rights. It threatens our 
freedom of choice as consumers. It involves the danger that our 
lives and livelihoods will be regulated by the arbitrary decisions 
> Ae URN m official. birdy as planning involves 
by Vid officials S s economic activities of the country 
S y become the breeding ground for 
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corruption and for black markets. When officials are authorised 
to issue the permits or licences, which may be of great value to 
the fortunate few, they may succumb to the temptation of the offer 
of large bribes. Planning may, therefore, prove to be a threat 
to public morality. Lastly, under the system of centralised plan- 
ning, the repercussions of a mistake committed by the planners may 
affect the whole economy. Inefficiency in high authorities may thus 
paralyse the working of considerable sections of the economic 
organization of the country. 


The modern state is, therefore, faced with this dilemma. 
Social processes are complex, and if unattended, they give rise 
to grave evils which the growing conscience of mankind is not 
prepared to tolerate. "There has emerged now-a-days a great 
awareness and insistence on certain basic values. A correction 
of these evils and the attainment of the basic values call for the 
intervention of the state and the formation of some economic plan. 
But planning cannot be carried out without a huge bureaucracy 
with all its attendant evils of clumsy inefficiencies and dangers of 
loss of personal freedom. 


FINANCING OF PLANS: A plan involyes large expenditure on 
various investment projects. The planning authorities have there- 
fore to raise considerable sums of money to finance their 
expenditure. The most obvious sources for the public authorities 
is budgetary surplus, i.e., the surplus of revenue Over expenditure 
on current accounts. Since the scope for a significant reduction 
ordinary public expenditure is generally not very large the principal 
way in which a budgetary surplus may be generated is through the 
levy of higher taxes (or additional taxes). A second Source is the 


the issue of securities, 


Lastly, when 


all these sources prove insufficient, the government may pursue the 


ancient method of meeting its expenditure through the printing of 
paper currency notes. S 


The basis of capital formation is the savin 
Taxes, in so far as they induce people 
expenditure, increase the volume of savi 


8s of the people, 
to cut down their current 
ngs which is then utilised 


592 AN INTRODUCTION TO ECONOMIC THEORY 


by the government for purposes of capital formation. Taxes thus 
provide the means through which additional savings may be 
generated, and they care also, the instruments through which these 
savings are siphooned off to the government. If tax-rates are 
high the taxpayers may pay them by partly depleting their savings. 
In that case, there would only be a diversion of savings, instead of 
the generation of additional savings. A part of the savings that 
would have gone to finance the private sector undertakings is now 
taken away by the government for meeting investment expenditure 
in the public sector. If, however, the tax rates are pitched very 
high, they may impinge heavily on the incentive to work and to 
save. Here we meet the most serious limit to additional taxation. 
Thus while taxes provide a very good source for meeting plan 
expenditure, there are definite limits to the extent to which reliance 
may be placed on them. 


Market borrowings provide a good source provided that the 
funds used to buy the securities should come out of the savings of 
the people. If, however, subscribers to these loans borrow from 
the banks to get the necessary funds, such borrowing would have 
inflationary effects. External borrowings no doubt provide some 
relief, as there is a substitution of external savings for domestic 
savings. But there is a limit to the extent to which such borrowings 
could be absorbed into the domestic economy. Sufficient comple- 
mentary resources must be available within the country to be used 
along with these external Tesources, and the administrative and 
managerial factors must possess adequate competence to utilise 
these resources in the best possible manner. These are not always 
found in many of the under-developed economies. Moreover, there 
is the awkward question of the availability of the external loans. 
There are now quite a number of international institutions set up 
for the purpose of lending to capital hungry countries. The richer 
countries are also more aware of the need of lending a part of 
nee resources to other countries which are not so fortunate. So 
B rum ae 
COEM f ely d E. of such funds is often influenced 
ES een ca x has created difficulties for some 
ithe most difficult doas o ^ e Oe edic 
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for the repayment of interest and the capital sum afterwards. The 
servicing of external debis is likely to create difficulties if the 
development of the resources of the country is not of such a nature 
as to enable it to generate the necessary exports surplus. 


The last source is a highly problematical one, Government 
borrowing from the central bank is likely to prove inflationary. 
The scope and the limits to such deficit-financing have already been 
discussed in a previous chapter. The instrument of deficit-financing 
jis a good source so long as it is utilised within proper limits, But 
like the habit of drinking, it is not always easy to keep within limits 
once you start along this road. 


s rper amu" ACE M ER LVI 
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'...* SOCIALISM 


Throughout this book, we have tried to explain as fully as 
possible the economic phenomena of the present social order. A 
large number of people in all countries are, however, dissatisfied 
with the present social system, and would like to reconstruct it 
thoroughly. The most important of these proposals of reconstruction 
is socialism. From a theoretical discussion the doctrines of socialism 
have assumed great practical importance on account of the 
establishment of the Soviet Government in Russia. In this chapter 
we propose to examine some aspects of the socialistic doctrine. 


WHAT IS SOCIALISM ? Writers on socialism are not agreed 
on the correct definition of socialism. There are, however, certain 
essential features in most of these definitions. Socialism implies 
the ownership of the means of production by the society as a whole. 
Under the capitalist system, the means of production (like land, 
mines, factories, railways etc.), are owned by a small section of 
people who work them with a view to deriving the maximum profits 
for themselves. In a socialistic state, there will be no such private 
ownership. The state would own the means of production collec- 
tively, and operate them for securing the maximum benefit to 
society. As a result, the vast majority of the people who are 
now propertyless will no longer be exploited by a small group 
of capitalists. Dr. Tugan-Barnowsky found the essence of socialism 
to lie in the fact that under it, the exploitation of any member of 
the community is impossible. The profit-motive which drives the 
present economic order will be replaced by the more rational one 
of maximum welfare for all sections of people. The decision as 
to what and how much to produce will no longer be decided by 
considerations of profit. These decisions will be reached on the 
basis of the usefulness of such things to the society. In the place 
of a blind working of the productive forces there will be central 
planning of the economic life of the country. The various branches 
of production will be developed harmoniously by a Central Planning 
Authority to serve ie best interests of the society as a whole. 
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Marx AND SocrAtism: The history e socialistic thought can 
be traced to early days, though it is usual to assgciate the movement 
with the name of Karl Marx. In England, for example, Robert Owen 
conceived the idea of voluntary communities where all property 
would be held in common, and the proceeds would be shared equally 
by all the members, long before Karl Marx. In F rance, Charles 
Fourier held similar ideas, These writers were known as utopian 
socialists. Modern socialism, however, dates from the writing of 
Marx and Engels who published their famous Communist Manifesto 
in 1848. In that Manifesto, Marx and Engels traced the historical 
rise of the modern capitalist system. The foundations of Marx’s 
thesis lay in his concept of “materialistic interpretation of history." 
All’ social and political history is the result of the conflict of 
economic classes. Whenever a society is divided into different 
economic classes, a conflict of interests is bound to develop between 
these classes. "These conflicts give rise to certain social and political 
development which constitute the history of the country. The 
division of the people into economi 
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smaller class of people. Large-scale industry would grow up, and 
would swallow the small industries. The second tendency would 
be an increase in the number of wage-earners, and the gradual 
pauperisation of the labouring classes. The concentration of pro- 
duction in a few hands would push a larger and larger portion 
of the people into the ranks of wage-earners. Not only will the 
ranks of labour be swelled, but the tendency of the actual social 
movement would be to rob more and more of the lower and poorer 
classes for the benefit of the higher and richer classes. At last the 
working classes will rise, and will oust the capitalist from control. 
All means of production will then be owned by the state, and the 
government and industry will be carried on in the interest of the 
working classes. There will then emerge a class-less society whose 
evolution is inevitable under present-day conditions. 


Such was the Marxian analysis about the course of events. 
Certain comments may be made at this stage. Growth of capitalism 
has, of course, led to the concentration of production. But con- 
centration of industry has not necessarily involved the concentration 
of ownership. The number of small businessmen is of course 
decreasing. But the organization of businesses on the joint-stock 
Principles has enabled a large number of people to have shares 
in the ownership of giant businesses. Nor has the development 
of capitalism led to the pauperisation of the labouring classes. 
The existing inequalities in income are of course glaring. But these 
have not grown greater since the days of Marx. 


TYPES OF soctALisM: The natural trend of discussion about 
the materialistic interpretation of history is that socialism will 
inevitably come after capitalism. But by the end of the 19th century 
many socialists became conscious that the tendencies pointed out 
by Marx were not working out as predicted. In the meantime 
everywhere the socialists were gaining ground as a political party. 
Hence arose a division between socialists,—between those who 
were regarded as evolutionary socialists and those who were called 
revolutionary socialists. The former adhered to a programme 
of a gradual Teconstfuction of society after a peaceful capture of 
political power and ‘votes in a democracy. The Fabian Socialists 
af England fall in this class. The second group wanted a violent 
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overthrow of capitalism, and the establiehment of worker's control 
by force. v 
In the meantime socialist thought was.also falling into different 
groups. Apart from collectivism which would have state owner- 
! ship of the means of production, there developed 
Syndicalism. a new revolutionary movement which has its 
origin in France. It came to be known as 
Syndicalism, and derived elements from socialism and trade- 
unionism. Instead of all industry being controlled by the state, 
each industry would be controlled and managed by syndicates or 
trade unions. Thus industrial guilds, consisting of all workers 
and technicians would be set up in local industries, and in national 
syndicates in the case of national industries. Thus the state would 
be a loose decentralised federation of more or less independent 
units. And unlike other socialists, syndicalism placed its reliance 
upon sporadic strikes, sabotage and the general strike to bring 
about a collapse of the present system. 


Another school of thought developed in England. It aimed 

to retain the present state which would own all the means of 

production. But the industries would be 

Guild socialism. managed, not by the state as in collectivism, 

but by industrial guilds, consisting of all 

workers, technicians and managers. Thus the railways were to be 

managed by railway guilds. This school is known as guild 

socialism, and was thus a compromise between syndicalism and 
collectivism. 

The third group called themselves communists, to distinguish 

themselves from the evolutionary socialists. Communists believed 

that socialism could be introduced at once, and 

Communism, by force. Unlike the Socialists, they do not 

believe in political democracy and in universal 

suffrage, or in the rule of majorities,—though of late Russia has 


method of distribution of incomes is also diff t 
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Sover Russia: It is necessary at this stage to describe 
communistic system introduced in Russia. On comming to power 
in 1917, the communists proceeded immediately 
Russian commu- to. nationalise the land. But the peasants were 
oW gránted possession" over their holdings, sub- 
ject to the condition that the surplus produce was to be given to 
the state. By 1919, all the mines, factories, banks, transport and 
foreign trade were completely nationalised. But this was soon 
followed by certain difficulties. The land policy discouraged pro- 
duction on the one hand and resulted in secret dealings on the 
other. The government was unable to secure much machinery and 
railroad equipment from foreign countries. It also failed to secure 
the co-operation of the former managers and technical experts of 
the factories. The breakdown of the productive system was so 
great that for the time being the Russian government was forced 
to retrace its step to some extent. The N. E. P. (New Economic 
Policy) was adopted. The peasants were granted the right 
to dispose of their surplus products. There was also a partial 
return to private enterprise in small-scale manufacturing and in 
domestic trade. "Concessions" were granted to foreign concerns 
and even to "mixed? concerns in certain special spheres (as in the 
case of Lena gold fields). This policy remained in force till 1929, 
from which year big changes in policy ensued. There began an era 
of economic planning, and large-scale industrial and agricultural 
development. A five-year plan was adopted, and special attention 
was devoted to the development of the heavy industries, coal, 
electrical energy, machinery and tractors, A new agricultural policy 
in the shape of collectivisation of farms was also introduced in 
1929. Land and the animals were placed under the control of big 
collective farms, which were supplied with tractors and other agri- 
cultural machines. Many peasants resisted that introduction of this 
policy, but it was carried out ruthlessly, causing a good deal of 
suffering. A second five-year plan was adopted in 1933, and it 
paid more attention to the development of light manufacturing 
praia and production of consumer’s goods. In this way, the 
itial shortage of goods was made good. By 1935, the system of 
rationing was abolished. 
It should be noted that in Russia the 
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made according to social value“ (i.e., scarcity) of a particular group 
of labour, or. aceording to the technical skill 
laega ot required in any job. While the average 
incomes. workers are paid modest salaries to maintain 
a national minimum standard, the outstanding 
men and women are paid much higher salaries. The extent of 
inequality of incomes prevalent in the U.S.S.R. is often as great as 
that in a capitalist country. It has been urged by many that this 
is against the strict communistic principle. But this is not correct. 
Marx pointed out that differences of wages, proportional. to 
differences in the quantity and quality of work, would exist in the 
first stages of socialism. When production will increase so much 
as to provide sufficiency for all and when classes have been abolished 
long enough for people to be changed, the communist principle of 
“to each according to his needs” will be introduced. But in spite 
of the existence of such inequality of incomes, the system is claimed 
to be superior to the present one as there are no property or 
unearned. incomes, and nobody gets any income unless he works, 


VALUE IN A SOCIALISTIC STATE: A few years back a group of 
economists raised the problem of valuation in a socialistic economy. 
Are the general conclusions regarding value and distribution, 
deduced by the economists applicable to the case of a socialistic 
economy ? Under a competitive system, the producers will be 
guided by the prices prevailing in the markets for goods and factors. 
Each will produce upto the point at which his marginal costs are 
equal to the price. The different factors will also be distributed 
among the industries in such a way that their marginal net products 
are equal to the average rates of remuneration. And provided that 
there are no divergences between the marginal private net product 
and the marginal social net product, this would secure the maximum 
satisfaction from the available resources, But under socialism, as 
Prof, Mises* pointed out, there is no free market in the factors of 
production as these will be owned or employed by the state. In 
the absence of free markets for factors of production, their prices 
cannot be determined. Without such free pricing, there can be 


‘no rational calculation of costs and pricés. Hence it would be 


impossible for a socialist state to maximise production. 


1 Socialism by Ludwing Von Mises. 
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This challenge was later taken up by Dr. H. D. Dickinson, 
Lange and Taylor and other writers. The capitalist system does 
not always maximise satisfaction or output. The writings of 
Marshall and Pigou have long pointed out the existence of many 
divergences between the marginal social net product and the 
marginal private net product. Moreover, market prices are not 
always feir guides to production. Prices which prevail under the 
competitive system are based upon the demands of consumers at 
the existing level of incomes. Hence they tend to distort the 
productive system heavily in the direction of satisfying the frivolous 
wants of the richer classes to the exclusion of the more pressing 
needs of the poor. There is also a good deal of waste and 
inefficiency under capitalism. As early as 1908, Barone, an Italian 
economist, expressed the opinion that in principle the accounting 
prices of a socialistic economy were economically as significant as 
the market prices of a capitalist economy. By means of a series 
of simultaneous equations, he proved that a socialistic economy 
could make a rational allocation of Tesources in substantially the 
same way as capitalism. Similar conclusions have been reached by 
Dickinson, Oscar Lange, Durbin and others. “Pricing is indepen- 
dent of any particular organization. Mises has confused the 
essence of the pricing process with the particular form under which 
it is manifested in the capitalist economy.” The absence of the free 
market in a socialistic economy does not introduce any fundamental 
difficulty. Prices may be assumed for accounting purposes for the 
allocation of resources, A provisional valuation in terms of money 
may be imputed to each factor. For example, the Central Planning 
Authority may start with prices already given in the market much 
in the same way as capitalists do. That Authority may then 
proceed, by the use of statistically determined demand and supply 
schedules, on the basis of trial and error, and arrive at the correct 


SOCIALISM 601 


Merits : Not only is rational allocation possible: in a social- 
istic economy, it is also superior to the competitive system oa a 
number of points. First, as the Central 

ee eai Planning Authority has a greater knowledge 
about the supply and demand positions than 

a number of isolated entrepreneurs, it can reach correct equilibrium 
prices more quickly than the latter. Secondly, a socialistic system, 
by providing for a better distribution of incomes, will tend to 
secure a greater satisfaction of wants than is possible under the 
present order. It will not follow the whims of the rich few, but 
will devote the resources to satisfy the more urgent needs of the 
majority of the people. It will thus derive a large amount of satis- 
faction from a given output. Lastly, under capitalism, the system 
of production is anarchic, and periodie crisis is bound to occur. But 
by taking a long-range view-point, the socialistic economy can 
control the fluctuations of the trade cycle much better than the 
present order. It will also tend to reduce those risks and uncer- 
tainties which exist in the present society owing to unbridled 
competition. It would avoid the wastes of the competitive system. 


Against these advantages of a socialist system must be set 
certain inherent difficulties. Prof. Pigou, after accepting the con- 
tention that in principle the optimum allocation 
a ang of of resources can be made in a socialistic 
: economy on the basis of what he calls 
“accounting cost," pointed out that in practice it would mean great 
difficulties. The solution of this problem would require the genius 
of a group of supermen. Secondly, will the socialistic system be 
able to maintain its productive organization to the highest pitch of 
efficiency ? In a competitive system, the fear of loss or the hope 
of pecuniary gain serves to keep the entrepreneurs alert and efficient. 
But in a socialistic economy the manager of a production unit will 
get a fixed remuneration. Any loss incurred in his factory will be 
borne by the community. Hence he need not be very careful in 
the management of his factory. This may prove to be a source 
of weakness in a socialistic system. But it should be recognised 
that Soviet Russia had apparently solved this difficulty by introduc- 
ing such incentives as the spirit of emulation, the desire for public 
honour and the dread of public censure, etc. — 
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Another difficulty will be the determination of the correct rate 
Qf capital accumulations The decision of the Central Planning 
Authority is bound to be arbitrary, and the economy may suffer 
from a wrong rate of capital accumulation in the long run. It is, 
however, true that a rate of interest as determined under a capitalist 
economy on the basis of consumer’s preferences for liquidity 
may not always prove superior, from the strict economic stand- 
point, to one determined by the Planning Authority, A fourth 
difficulty will be the selection of the best men for the various posts. 
The capitalist system is of course not the ideal for this purpose. 
But it at least provides a rough and ready ‘way of throwing out 
the fittest men. This is no doubt imperfect. But the socialists 
have not proposed a better method of adjusting capacity to task, 
and of selecting the natural leaders of men. Lastly, the real 


danger lies in the bureaucratic management of the economic life 
under socialism. 


But to point out the difficulties of a socialist economy is not 
to argue that socialism is “impossible.” The real alternative is not 
between the ideal capitalism and blind socialism. The present 
system has failed to achieve in practice what its apologists consider 
it to be potential capable of achieving. Hence the only valid 
comparison is between an imperfectly competitive economy which 
has to be propped up by interventionist measures and a socialistic 
system, with all its attendant difficulties. Weighed in the balance, 
it cannot always be decided that the former is the better of the two, 
or that the latter is worse than the first. Each country will have to 


make the decision in the light of its history, its tradition, and its 
present situation. 
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of, 367 ; central, 375 ; credit, 357. 
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lic management, 52, 


Tis 

Callloan market, 403 ; in New York, 
404; in England, 404. 

Cambridge equation, 326; relation 
between Fisher and, 327 

Canons of taxation, 511; an exami- 
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Central Banks, 375 ; constitution of, 
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Clearing Houses, 374. 
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Commodity money, 310. 

Communism, 597; Russian, 598. 
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diminishing returns, $ 

Competition : and market, 99; im- 
perfect, 200 ; perfect, 203. 

Competitive cost goods, 196. 

Competing goods, 196. 
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, Consumption expenditure, 407. 


Consumption function, 409. 
Consumer’s surplus, 135 ; difficulties 
of measuring, 137 ; theoretical and” 


1 greptical utility of the doctrine of, 
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Contra-cyclical fiscal policy, 486. 
Conversion of debt, 569. 
Co-operation, 51. 

Costs of production, 95; real and 
opportunity, 105 ; relation between 
average and marginal, 101; vari- 
able and fixed, 96 ; average fixed 
and average variable, 97 ; average 
total, 99 ; marginal, 100 ; decreas- 
Is 181; increasing, 180; constant, 
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Credit: definition of, 257 ; types of, 
358; methods of control 378; 
utility of, 355 ; public, 558-574. 

Currency principle of note-issue, 360. 
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Deadweight debt, 560. 
Death duty, 546 ; effects of, 547; 
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Debentures, 48. 

ing cost, 181; and perfect 
competition, 183. 
Deductive method, 11. 
Deflation, 335. 
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Division of labour, 54; advantages 
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to, 57. 
Dumping, 205. 
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tion of 4; methods of, 11-12; and 


science, 7 ; scope " p! 
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Economic activities of state: in- 
dustry, 581; social service, 583; 
labour, 583; foreign trade, 583; 
inequality of income, 584; war, 
584; trade cycles, 585. 

Economic Law ; Nature of, 8. 

Economic planning, 587-593. 

Elasticity of taxation, 510. 

Elasticity of Demand, 115; factors 
determining, 118; different types 
of, 120; further notes on 122. 

Elasticity of supply, 94. 

Employment, 406 ; determinants of. 
406 ; theory of (summary), 423; 
and wages, 425 ; full employment, 
431. 

Entrepreneurs, 42; functions of, 42. 
44; supply of, 44. 

Equality of exports and imports, 457. 

Equilibrium of demand and supply, 
166-168. 

Equilibrium firm, 187. 

Equality of sacrifice theory, 518. 

Exchange control, 470-473. 

Exchange Depreciation and Exports, 
466. 


Exchange equalisation account, 469. 

Expenditure tax, 554-557. 

External debt, 561. 

External and internal monetary stabi- 
lity, 487. 

External economies, 58-59. 


F 


Federal reserve system, 396. 

Fee, 509. 

Fiat money, 350. 

Fiscal Policy, 339. 

Fiscal Policy and full employment, 
575-579. 

Floating debt, 560. 

Fixed fiduciary system, 362 

Foreign exchange : meaning of, 455; 
how payments are made, 455 ; and 
bank rate, 379; fluctuations of 
exchange, 461; limits to the fluc- 
tuations of exchange, 468 ; deter- 
mination of exchange, 458. 

Foreign trade (see international 
trade). 

Forward exchange, 467. 

Free trade. 449. 

Funded debt, 560. 

Full employment, 431; budgeting, 
576; contra-cyelical policy, 573 ; 
Mns policy, 578 ; principle 
ot, 
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Future's market, 225. 
Financial economies, 60. 
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Gold bullion standard, 348. 

Gold currency standard, 348. 

Gold exchange standard 348. 

Gold movements, 349. 

Gold standard, 346 ; features of, 
947: varieties of 347 ; merits and 
demerits of, 353; how far auto- 
matic 350; rules of, 351; how 
worked, 348 ; breakdown of, 351. 

Good tax system, 524. 

Government sector, 300. 


Gross national income, 296. 
Gross national product, 296. 
Gross profit, 285. 
Guild socialism, 597. 
Giffen goods, 113. 
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Holding company, 75. 
Horizontal combinations, 78. 
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Im of taxes, 524. 

Diak competition : condition of, 
207 ; value under, 207 ; difference 
with perfect competition, 210. 

Imperfect market, 159. 

Incidence of taxation, 531 ; of com- 
modities, 532; under decreasing 
returns, 532; on land and build- 
ing, 533; on monopoly, 534; on 
import and export duties, 535 ; of 
income tax, 537 ; general principles, 


In ing cost, 180. A m 

tales Niere, 315; difficulties in 
construction of 317 ; purposes and 
kinds of, 319. p 

Indifference curve, 143; properties 

of 146 ; and demand curve, 149. 

Indirect tax, 529 ; merits of, 529; 
disadvantages, 530. 

Individual seller's demand curve, 123. 

Inductive method, 12. 

Industrial disputes, 283. 

Industrial organisation : forms of, 31. 


Industrial peace : agencies for, 282. 
Inequality of incomes and the state, 
584; and socialism, 587; and 

` trade cycle, 585. 

Inflation, 331; types of, 332; control 
of 338 ; meaning of, 331; demand 
pull and cost pull, 333. 

Interest, 247; gross and net, 247; 
different rates of, 262 ; productivity 
theory of, 248; abstinence of 
waiting 250; time preference 
theory of 251; differences in 
rate of, 262 ; future of, 260 ; justi- 
fication of, 263: liquidity prefer- 
ence theory of, 254;  loanable 
funds of, 258 ; and quantity 
of money, 257 ; determinants of the 
rate of, 415 ; and investment, 413 ; 
effects of invention, 260. 

Inter-government debt, 571. 

Internal debt, 565; repayment of, 
568 ; burden of, 564. 

Internal economies 59-60. 

International bank, 499.500. 

International currency proposals, 495. 

International Monetary Fund, 495. 

International cartels, 75, 

International trade, 436, and domes- 
tic trade, 436. conditions for the 
development of, 438; loans pay- 
ments in, 464; and non-competing 
groups, 447 ae and wages 446: 


gains from, 
Investment 411 ; and rate of interest, 
413 ; control of, 342, 
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Joint demand, 190. 

Joint supply, 192. 

Joint products, 193. 

Joint-stock company, 46 ; advantages 
of, 48; disadvantages of, 49; and 
partnership, 45 ; management of, 48. 
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Karl Marx, 595. 
Kaldor, N. 554-557. 
Keynes-Ohlin controversy, 572. 
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Labour: division of, 49; efficiency 
of, 23 ; effects of machinery on, 53. 

Land, 36-41. 

acid production, 58.61; limits 
to, 61. 
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Liquidity preference theory, 254. 

Limping standard 343. 
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one and disadvantages of, 66- 
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Losiperiod Joan market in U.S.A., 


Long-run price determination, 176 ; 
constant cost, 179 ; increasing cost, 
180. 


Long-run market value, 176. 

Long-run normal value, 176. 

Long-run cost variation and pricing 
179. ; 
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Malthusian theory of population, 16. 

Margin : importance of, 129, 

Marginal cost, 100 ; relation between 
marginal and average costs, 101. 

Marginal productivity theory: of 
distribution, 229; assumption of 
232; of interests, 248 ; of profits, 

..291; of wages, 271. 

ey utility, 128 ; importance of, 


Marginal preference ; theory of, 131. 
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159 ; and monopoly 160 ; growth of 
speculative, 223 ; organisation of 
avido 224; money, 403; 


, 160. 
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171; shortrun normal value, 172. 
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Macro-economics, 14, 
Mathematical method, 12. 
Maximum fiduciary system, 362. 
Merger, 75. 
Mintage, 312, 
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Mint price of gold, 348. 
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of, 308; classification of, 309: | 
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presentative, 310; legal tender, 
310; Gresham's law’ 312 ; ‘quantity 
theory of, 321; paper, 359: 
optional, 311; managed, 355 ; 
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Money markets, 403-405. 


Monetary policy: aims and prices 
of 488; external vs. internal 
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level, 488 ; neutral money, 491; 
stable price-level, 490. 


| Monetary policy and inflation, 339. 
Monetary stability, 487. 


Monetary systems, 343-346 ; Bimetal- 
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gold standard, 346-351. 
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| Mono-metallism, 343. 


Monopoly, 72, 81; foundations of, 
72; advantages of, 79; disadvan- 
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Monopolistic competition, 208 ; value, 
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298; the government sector, 300 = 
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Nationalisation of industries, 502. 
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system of, 361; right principle 
of regulation of, 363. 

. 0 


Old tax, 541, ' 
Oligonoly, 208 ; price determination 
under, 214; differentiated, 216. 
en market operations, 380: in 
England, 38; in U.S.A, 301: 
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453. 

Protectionist Controversy, 448. 
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cisms of, 324; and trade cycles, 
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tions in, 463 ; fluctuations in, 461 ; 
determination of, 458. 

Rationalisation : meaning of, 67 : and 
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60! AN INTRODUCTION TO ECONOMIC THEORY 
LJ - 
Sinking 568. industrial peace, 282; settlement of 
Sliding scales, 282. labour disputes, 
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